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Background

The Dodd-Frank Act was enacted on July 21, 2010.> Section 619 of the Dodd-
Frank Act added a new section 13 to the Bank Holding Company Act of 1956 (“BHC
Act”) (codified at 12 U.S.C. 1851) that generally prohibits any banking entity from
engaging in proprietary trading or from acquiring or retaining an ownership interest in,
sponsoring, or having certain relationships with a hedge fund or private equity fund
(“covered fund”), subject to certain exemptions.” New section 13 of the BHC Act aso
provides that a nonbank financial company designated by the Financial Stability
Oversight Council (“FSOC”) for supervision by the Board (while not a banking entity
under section 13 of the BHC Act) would be subject to additional capital requirements,
guantitative limits, or other restrictions if the company engages in certain proprietary

trading or covered fund activities.®

Section 13 of the BHC Act generally prohibits banking entities from engaging as
principal in proprietary trading for the purpose of selling financial instruments in the near
term or otherwise with the intent to resell in order to profit from short-term price
movements.* Section 13(d)(1) expressly exempts from this prohibition, subject to

conditions, certain activities, including:

! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010).
? See12U.S.C. 1851.

% See 12 U.S.C. 1851(a)(2) and (f)(4). The Agencies note that two of the three companies currently designated
by FSOC for supervision by the Board are affiliated with insured depository institutions, and are therefore
currently banking entities for purposes of section 13 of the BHC Act. The Agencies are continuing to review
whether the remaining company engagesin any activity subject to section 13 of the BHC Act and what, if any,
requirements apply under section 13.

4 See 12 U.S.C. 1851(a)(1)(A) and (B).



. Trading in U.S. government, agency and municipal obligations;

. Underwriting and market making-related activities;

. Risk-mitigating hedging activities,

. Trading on behalf of customers;

. Trading for the general account of insurance companies; and
. Foreign trading by non-U.S. banking entities.

Section 13 of the BHC Act also generally prohibits banking entities from
acquiring or retaining an ownership interest in, or sponsoring, a hedge fund or private
equity fund. Section 13 contains severa exemptions that permit banking entities to make
limited investments in hedge funds and private equity funds, subject to a number of
restrictions designed to ensure that banking entities do not rescue investors in these funds
from loss and are not themselves exposed to significant losses from investments or other

relationships with these funds.

Section 13 of the BHC Act does not prohibit a nonbank financial company
supervised by the Board from engaging in proprietary trading, or from having the types
of ownership interestsin or relationships with a covered fund that a banking entity is
prohibited or restricted from having under section 13 of the BHC Act. However, section
13 of the BHC Act provides that these activities be subject to additional capital charges,

quantitative limits, or other restrictions.®

® Seeid. at 1851(d)(1).
® See 12 U.S.C. 1851(8)(2) and (d)(4).



. Notice of Proposed Rulemaking: Summary of General Comments

Authority for developing and adopting regulations to implement the prohibitions
and restrictions of section 13 of the BHC Act is divided among the Board, the Federal
Deposit Insurance Corporation (“FDIC”), the Office of the Comptroller of the Currency
(*OCC"), the Securities and Exchange Commission (“SEC”), and the Commodity
Futures Trading Commission (“CFTC").” Asrequired by section 13(b)(2) of the BHC
Act, the Board, OCC, FDIC, and SEC in October 2011 invited the public to comment on
proposed rules implementing that section’ s requirements.® The period for filing public
comments on this proposal was extended for an additional 30 days, until February 13,
2012.° In January 2012, the CFTC requested comment on a proposal for the same
common rule to implement section 13 with respect to those entities for which it isthe
primary financial regulatory agency and invited public comment on its proposed
implementing rule through April 16, 2012.*° The statute requires the Agencies, in
developing and issuing implementing rules, to consult and coordinate with each other, as

appropriate, for the purposes of assuring, to the extent possible, that such rules are

" See12 U.S.C. 1851(b)(2). Under section 13(b)(2)(B) of the BHC Act, rules implementing section 13's
prohibitions and restrictions must be issued by: (i) the appropriate Federal banking agencies (i.e., the
Board, the OCC, and the FDIC), jointly, with respect to insured depository institutions; (ii) the Board, with
respect to any company that controls an insured depository ingtitution, or that is treated as a bank holding
company for purposes of section 8 of the International Banking Act, any nonbank financial company
supervised by the Board, and any subsidiary of any of the foregoing (other than a subsidiary for which an
appropriate Federal banking agency, the SEC, or the CFTC isthe primary financial regulatory agency); (iii)
the CFTC with respect to any entity for which it isthe primary financial regulatory agency, as defined in
section 2 of the Dodd-Frank Act; and (iv) the SEC with respect to any entity for which it is the primary
financial regulatory agency, as defined in section 2 of the Dodd-Frank Act. Seeid.

8 See 76 FR 68846 (Nov. 7, 2011) (“Joint Proposal”).
® See 77 FR 23 (Jan. 23, 2012) (extending the comment period to February 13, 2012).
10 See 77 FR 8332 (Feb. 14, 2012) (“CFTC Proposal”).



comparable and provide for consistent application and implementation of the applicable
provisions of section 13 of the BHC Act.™*

The proposed rulesinvited comment on a multi-faceted regulatory framework to
implement section 13 consistent with the statutory language. In addition, the Agencies
invited comments on the potential economic impacts of the proposed rule and posed a
number of questions seeking information on the costs and benefits associated with each
aspect of the proposal, as well as on any significant alternatives that would minimize the
burdens or amplify the benefits of the proposal in a manner consistent with the statute.
The Agencies also encouraged commenters to provide quantitative information and data
about the impact of the proposal on entities subject to section 13, aswell as on their
clients, customers, and counterparties, specific markets or asset classes, and any other
entities potentially affected by the proposed rule, including non-financial small and mid-
Size businesses.

The Agencies received over 18,000 comments addressing awide variety of
aspects of the proposal, including definitions used by the proposal and the exemptions for
market making-related activities, risk-mitigating hedging activities, covered fund
activities and investments, the use of quantitative metrics, and the reporting proposals.
The vast mgjority of these comments were from individuals using a version of a short
form letter to express support for the proposed rule. More than 600 comment |etters were
unique comment letters, including from members of Congress, domestic and foreign

banking entities and other financial services firms, trade groups representing banking,

1 See 12 U.S.C. 1851(b)(2)(B)(ii). The Secretary of the Treasury, as Chairperson of the FSOC, is
responsible for coordinating the Agencies’ rulemakings under section 13 of the BHC Act. Seeid.



insurance, and the broader financial servicesindustry, U.S. state and foreign
governments, consumer and public interest groups, and individuals. To improve
understanding of the issues raised by commenters, the Agencies met with a number of
these commenters to discuss issues relating to the proposed rule, and summaries of these
meetings are available on each of the Agency’ s public websites.*? The CFTC staff also
hosted a public roundtable on the proposed rule.®* Many of the commenters generally
expressed support for the broader goals of the proposed rule. At the same time, many
commenters expressed concerns about various aspects of the proposed rule. Many of
these commenters requested that one or more aspects of the proposed rule be modified in
some manner in order to reflect their viewpoints and to better accommodate the scope of
activities that they argued were encompassed within section 13 of the BHC Act. The
comments addressed all major sections of the proposed rule.

Section 13 of the BHC Act also required the FSOC to conduct a study (“FSOC
study”) and make recommendations to the Agencies by January 21, 2011 on the
implementation of section 13 of the BHC Act. The FSOC study was issued on January
18, 2011. The FSOC study included a detailed discussion of key issues related to

implementation of section 13 and recommended that the Agencies consider taking a

12 See htp://www.regul ations.gov/# docketDetail; D=OCC-2011-0014 (OCC);
http://www.federalreserve.gov/newseventsreform_systemic.htm (Board);

http://www.fdic.gov/regul ations/laws/federal/2011/11comA D85.html (FDIC);
http://www.sec.gov/comments/s7-41-11/s74111.shtml (SEC); and
http://www.cftc.gov/L awRegul ation/DoddFrankAct/Rulemakings/DF 28 VolckerRule/index.htm (CFTC).

3 See Commodity Futures Trading Commission, CFTC STAFF TO HOST A PUBLIC ROUNDTABLE TO
Discuss THE PROPOSED VOLCKER RULE (May 24, 2012), available at
http://www.cftc.gov/PressRoom/PressRel eases/pr6263-12; transcript available at
http://www.cftc.gov/ucm/groups/public/ @newsroom/documents/file/transcript053112. pdf.




number of specified actions in issuing rules under section 13 of the BHC Act.** The
FSOC study also recommended that the Agencies adopt a four-part implementation and
supervisory framework for identifying and preventing prohibited proprietary trading,
which included a programmatic compliance regime requirement for banking entities,
analysis and reporting of quantitative metrics by banking entities, supervisory review and
oversight by the Agencies, and enforcement procedures for violations.™® The Agencies

carefully considered the FSOC study and its recommendations.

In formulating this final rule, the Agencies carefully reviewed all comments
submitted in connection with the rulemaking and considered the suggestions and issues
they raisein light of the statutory restrictions and provisions as well as the FSOC study.
The Agencies have sought to reasonably respond to all of the significant issues
commentersraised. The Agencies believe they have succeeded in doing so
notwithstanding the complexitiesinvolved. The Agencies aso carefully considered
different options suggested by commentersin light of potential costs and benefitsin order
to effectively implement section 13 of the BHC Act. The Agencies made numerous
changesto the final rule in response to the issues and information provided by
commenters. These modifications to the rule and explanations that address comments are

described in more detail in the section-by-section description of the final rule. To

4 See Financial Stability Oversight Counsel, Study and Recommendations on Prohibitions on Proprietary
Trading and Certain Relationships with Hedge Funds and Private Equity Funds (Jan. 18, 2011), available at
http://www.treasury.gov/initiatives/Documents/V ol cker%620sec%20619%20study%20final %6201%2018%2011
%20rg.pdf. (“FSOC study”). See 12 U.S.C. 1851(b)(1). Prior to publishing its study, FSOC requested public
comment on anumber of issuesto assist in conducting its study. See 75 FR 61,758 (Oct. 6, 2010).
Approximately 8,000 comments were received from the public, including from members of Congress, trade
associations, individual banking entities, consumer groups, and individuals.

% See FSOC study at 5-6.




enhance uniformity in both rules that implement section 13 and administration of the
requirements of that section, the Agencies have been regularly consulting with each other
in the development of thisfinal rule.

Some commenters requested that the Agencies repropose the rule and/or delay
adoption pending the collection of additional information.’® As described in part above,
the Agencies have provided many and various types of opportunities for commenters to
provide input on implementation of section 13 of the BHC Act and have collected
substantial information in the process. In addition to the official comment process
described above, members of the public submitted comment letters in advance of the
official comment period for the proposed rules and met with staff of the Agenciesto
explain issues of concern; the public also provided substantial comment in response to a
request for comment from the FSOC regarding its findings and recommendations for
implementing section 13.” The Agencies provided a detailed proposal and posed
numerous questions in the preambl e to the proposal to solicit and explore alternative
approaches in many areas. In addition, the Agencies have continued to receive comment
letters after the extended comment period deadline, which the Agencies have considered.
Thus, the Agencies believe interested parties have had ample opportunity to review the
proposed rules, as well as the comments made by others, and to provide views on the

proposal, other comment letters, and data to inform our consideration of the final rules.

16 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); ABA (Keating); Chamber (Nov. 2011); Chamber
(Nov. 2013); Members of Congress (Dec. 2011); IIAC; Real Estate Roundtable; Ass n. of German Banks;
Allen & Overy (Clearing); JPMC; Goldman (Prop. Trading); BNY Mellon et al.; State Street (Feb. 2012);
ICI Global; Chamber (Feb. 2012); Société Générale; HSBC; Western Asset Mgmt.; Abbott Labs et al.
(Feb. 2012); PUC Texas, Columbia Mgmt.; ICI (Feb. 2012); |1B/EBF; British Bankers Ass'n.; ISDA (Feb.
2012); Comm. on Capital Markets Regulation; Ralph Saul (Apr. 2012); BPC.

" See 75 FR 61,758 (Oct. 6, 2010).



In addition, the Agencies have been mindful of the importance of providing
certainty to banking entities and financial markets and of providing sufficient time for
banking entities to understand the requirements of the final rule and to design, test, and
implement compliance and reporting systems. The further substantial delay that would
necessarily be entailed by reproposing the rule would extend the uncertainty that banking
entities would face, which could prove disruptive to banking entities and the financial
markets.

The Agencies note, as discussed more fully below, that the final rule incorporates
anumber of modifications designed to address the issues raised by commentersin a
manner consistent with the statute. The preamble below also discusses many of the
issues raised by commenters and explains the Agencies' response to those comments.

To achieve the purpose of the statute, without imposing unnecessary costs, the
final rule builds on the multi-faceted approach in the proposal, which includes
development and implementation of a compliance program at each banking entity
engaged in trading activities or that makes investments subject to section 13 of the BHC
Act; the collection and evaluation of data regarding these activities as an indicator of
areas meriting additional attention by the banking entity and the relevant agency;
appropriate limits on trading, hedging, investment and other activities; and supervision by
the Agencies. To allow banking entities sufficient time to develop appropriate systems,
the Agencies have provided for a phased-in schedule for the collection of data, limited
data reporting requirements only to banking entities that engage in significant trading
activity, and agreed to review the merits of the data collected and revise the data

collection as appropriate over the next 21 months. Importantly, as explained in detail



below, the Agencies have also reduced the compliance burden for banking entities with
total assets of lessthan $10 hillion. Thefina rule also eliminates compliance burden for
firms that do not engage in covered activities or investments beyond investing in U.S.
government obligations, agency guaranteed obligations, or municipal obligations.

Moreover, the Agencies believe the data that will be collected in connection with
the final rule, as well as the compliance efforts made by banking entities and the
supervisory experience that will be gained by the Agenciesin reviewing trading and
investment activity under the final rule, will provide valuable insights into the
effectiveness of the final rule in achieving the purpose of section 13 of the BHC Act. The
Agencies remain committed to implementing the final rule, and revisiting and revising
the rule as appropriate, in amanner designed to ensure that the final rule faithfully
implements the requirements and purposes of the statute.’®

Finally, the Board has determined, in accordance with section 13 of the BHC Act,
to provide banking entities with additional time to conform their activities and
investments to the statute and the final rule. The restrictions and prohibitions of section
13 of the BHC Act became effective on July 21, 2012."° The statute provided banking
entities a period of two years to conform their activities and investments to the
requirement of the statute, until July 21, 2014. Section 13 also permits the Board to

extend this conformance period, one year at atime, for atotal of no more than three

18 |f any provision of this rule, or the application thereof to any person or circumstance, is held to be
invalid, such invalidity shall not affect other provisions or application of such provisionsto other persons or
circumstances that can be given effect without the invalid provision or application.

¥ See 12 U.S.C. 1851(c)(D).



additional years.?® Pursuant to this authority and in connection with this rulemaking, the
Board has in a separate action extended the conformance period for an additional year
until July 21, 2015.* The Board will continue to monitor developments to determine
whether additional extensions of the conformance period are in the public interest,
consistent with the statute. Accordingly, the Agencies do not believe that a reproposal or
further delay is necessary or appropriate.

Commenters have differing views on the overall economic impacts of section 13

of the BHC Act.

Some commenters remarked that proprietary trading restrictions will have
detrimental impacts on the economy such as: reduction in efficiency of markets,
economic growth, and in employment dueto alossin liquidity.?? In particular, a
commenter expressed concern that there may be high transition costs as non-banking
entities replace some of the trading activities currently performed by banking entities.®
Another commenter focused on commodity markets remarked about the potential
reduction in commercia output and curtailed resource exploration due to alack of
hedging counterparties.* Several commenters stated that section 13 of the BHC Act will

reduce access to debt markets — especialy for smaller companies — raising the costs of

% See 12 U.S.C. 1851(c)(2); See also, A Conformance Period for Entities Engaged in Prohibited Proprietary
Trading or Private Equity Fund or Hedge Fund Activities, 76 FR 8265 (Feb. 14, 2011) (citing 156 Cong. Rec.
S5898 (daily ed. July 15, 2010) (statement of Sen. Merkley)).

See, Board Order Approving Extension of Conformance Period, available at
http://www.federalreserve.gov/newsevents/press/bereg/bereg20131210b1.pdf .

2 See, eg., Oliver Wyman (Dec. 2011); Chamber (Dec. 2011); Thakor Study; Prof. Duffie; IHS.
% gee Prof. Duffie.
% See|HS.
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capital for firms and lowering the returns on certain investments.”®> Further, some
commenters mentioned that U.S. banks may be competitively disadvantaged relative to

foreign banks due to proprietary trading restrictions and compliance costs.?

On the other hand, other commenters stated that restricting proprietary trading
activity by banking entities may reduce systemic risk emanating from the financial
system and help to lower the probability of the occurrence of another financial crisis.?’
One commenter contended that |arge banking entities may have a moral hazard incentive
to engage in risky activities without allocating sufficient capital to them, especialy if
market participants believe these institutions will not be allowed to fail.? Commenters
argued that large banking entities may engage in activities that increase the upside return
at the expense of downside loss exposure which may ultimately be borne by Federal
taxpayers” and that subsidies associated with bank funding may create distorted
economic outcomes.*® Furthermore, some commenters remarked that non-banking
entities may fill much of the void in liquidity provision left by banking entities if banking

entities reduce their current trading activities.** Finally, some commenters mentioned that

% See eg., Chamber (Dec. 2011); Thakor Study; Oliver Wyman (Dec. 2011); IHS.
% See eg., RBC; Citigroup (Feb. 2012); Goldman (Covered Funds).

7 See, e.g., Profs. Admati & Pfleiderer; AFR (Nov. 2012); Better Markets (Dec. 2011);
Better Markets (Feb. 2012); Occupy; Johnson & Prof. Stiglitz; Paul Volcker.

% See Occupy.

% See Profs. Admati & Pfleiderer; Better Markets (Feb. 2012); Occupy; Johnson & Prof. Stiglitz;
Paul Volcker.

% See Profs. Admati & Pfleiderer; Johnson & Prof. Stiglitz.
% See AFR et al. (Feb. 2012); Better Markets (Apr. 16, 2012); David McClean; Public Citizen; Occupy.
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hyper-liquidity that arises from, for instance, speculative bubbles, may harm the

efficiency and price discovery function of markets.*

The Agencies have taken these concerns into account in the final rule. As
described below with respect to particular aspects of the final rule, the Agencies have
addressed these issues by reducing burdens where appropriate, while at the same time
ensuring that the final rule servesits purpose of promoting healthy economic activity. In
that regard, the Agencies have sought to achieve the balance intended by Congress under
section 13 of the BHC Act. Several comments suggested that a costs and benefits
analysis be performed by the Agencies.® On the other hand, some commenters®
correctly stated that a costs and benefits analysis is not legally required.>® However, the
Agencies find certain of the information submitted by commenters concerning costs and
benefits and economic effects to be relevant to consideration of the rule, and so have
considered this information as appropriate, and, on the basis of these and other
considerations, sought to achieve the balance intended by Congress in section 619 of the

Dodd-Frank Act. The relevant comments are addressed therein.

%2 gee Johnson & Prof. Stiglitz (citing Thomas Phillipon (2011)); AFR et al. (Feb. 2012); Occupy.

% See SIFMA et al. (Covered Funds) (Feb. 2012); BoA; ABA (Keating); Chamber (Feb. 2012); Société
Générae; FTN; SVB; ISDA (Feb. 2012); Comm. on Capital Market Regulation; Real Estate
Roundtable.

¥ See, eg., Better Markets (Feb. 2012); Randel Pilo.

% For example, with respect to the CFTC, Section 15(a) of the CEA requires such consideration only when

“promulgating a regulation under this [Commaodity Exchange] Act.” Thisfina ruleisnot promulgated
under the CEA, but under the BHC Act. CEA section 15(a), therefore, does not apply.
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[1l. Overview of Final Rule

The Agencies are adopting this final rule to implement section 13 of the BHC Act
with a number of changes to the proposal, as described further below. Thefinal rule
adopts a risk-based approach to implementation that relies on a set of clearly articulated
characteristics of both prohibited and permitted activities and investments and is designed
to effectively accomplish the statutory purpose of reducing risks posed to banking entities
by proprietary trading activities and investments in or relationships with covered funds.
As explained more fully below in the section-by-section analysis, the final rule has been
designed to ensure that banking entities do not engage in prohibited activities or
investments and to ensure that banking entities engage in permitted trading and
investment activitiesin amanner designed to identify, monitor and limit the risks posed
by these activities and investments. For instance, the final rule requires that any banking
entity that is engaged in activity subject to section 13 develop and administer a
compliance program that is appropriate to the size, scope and risk of its activities and
investments. The rule requires the largest firms engaged in these activities to develop
and implement enhanced compliance programs and regularly report data on trading
activitiesto the Agencies. The Agencies believe thiswill permit banking entities to
effectively engage in permitted activities, and the Agencies to enforce compliance with
section 13 of the BHC Act. In addition, the enhanced compliance programs will help
both the banking entities and the Agencies identify, monitor, and limit risks of activities
permitted under section 13, particularly involving banking entities posing the greatest risk

to financial stability.
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A. General Approach and Summary of Final Rule

The Agencies have designed the final rule to achieve the purposes of section 13 of
the BHC Act, which include prohibiting banking entities from engaging in proprietary
trading or acquiring or retaining an ownership interest in, or having certain relationships
with, a covered fund, while permitting banking entities to continue to provide, and to
manage and limit the risks associated with providing, client-oriented financial services
that are critical to capital generation for businesses of all sizes, households and
individuals, and that facilitate liquid markets. These client-oriented financial services,
which include underwriting, market making, and asset management services, are
important to the U.S. financial markets and the participants in those markets. At the same
time, providing appropriate latitude to banking entities to provide such client-oriented
services need not and should not conflict with clear, robust, and effective implementation

of the statute’ s prohibitions and restrictions.

As noted above, the final rule takes a multi-faceted approach to implementing
section 13 of the BHC Act. In particular, the final rule includes aframework that clearly
describes the key characteristics of both prohibited and permitted activities. The final
rule also requires banking entities to establish a comprehensive compliance program
designed to ensure compliance with the requirements of the statute and rule in away that
takes into account and reflects the banking entity’ s activities, size, scope and complexity.
With respect to proprietary trading, the final rule also requires the large firms that are
active participants in trading activities to calculate and report meaningful quantitative

data that will assist both banking entities and the Agencies in identifying particular
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activity that warrants additional scrutiny to distinguish prohibited proprietary trading

from otherwise permissible activities.

Asamatter of structure, the final ruleis generally divided into four subparts and

contains two appendices, as follows:

. Subpart A of the final rule describes the authority, scope, purpose, and
relationship to other authorities of the rule and defines terms used commonly throughout
therule;

. Subpart B of the final rule prohibits proprietary trading, defines terms
relevant to covered trading activity, establishes exemptions from the prohibition on
proprietary trading and limitations on those exemptions, and requires certain banking
entities to report quantitative measurements with respect to their trading activities,

o Subpart C of the final rule prohibits or restricts acquiring or retaining an
ownership interest in, and certain relationships with, a covered fund, defines terms
relevant to covered fund activities and investments, as well as establishes exemptions
from the restrictions on covered fund activities and investments and limitations on those
exemptions;

. Subpart D of the final rule generally requires banking entities to establish
a compliance program regarding compliance with section 13 of the BHC Act and the
final rule, including written policies and procedures, internal controls, a management
framework, independent testing of the compliance program, training, and recordkeeping;

. Appendix A of thefinal rule details the quantitative measurements that
certain banking entities may be required to compute and report with respect to certain
trading activities;

. Appendix B of the final rule details the enhanced minimum standards for

programmatic compliance that certain banking entities must meet with respect to their
compliance program, as required under subpart D.

B. Proprietary Trading Restrictions

Subpart B of the final rule implements the statutory prohibition on proprietary
trading and the various exemptions to this prohibition included in the statute. Section

__.3of thefina rule contains the core prohibition on proprietary trading and defines a
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number of related terms, including “proprietary trading” and “trading account.” The final
rule' s definition of proprietary trading generally parallels the statutory definition and
covers engaging as principal for the trading account of a banking entity in any transaction

to purchase or sell specified types of financial instruments.*

The final rule’s definition of trading account also is consistent with the statutory
definition.®” In particular, the definition of trading account in the final rule includes three
classes of positions. First, the definition includes the purchase or sale of one or more
financia instruments taken principally for the purpose of short-term resale, benefitting
from short-term price movements, realizing short-term arbitrage profits, or hedging
another trading account position.®® For purposes of this part of the definition, the final
rule also contains a rebuttable presumption that the purchase or sale of afinancial
instrument by a banking entity isfor the trading account of the banking entity if the
banking entity holds the financial instrument for fewer than 60 days or substantially
transfers the risk of the financial instrument within 60 days of purchase (or sale).*
Second, with respect to a banking entity subject to the Federal banking agencies Market
Risk Capital Rules, the definition includes the purchase or sale of one or more financial
instruments subject to the prohibition on proprietary trading that are treated as “ covered
positions and trading positions’ (or hedges of other market risk capital rule covered

positions) under those capital rules, other than certain foreign exchange and commaodities

% Seefina rule§ _ .3(a).

3 Seefina rule§ _.3(b).

% Seefina rule§ _.3(b)(1)(i).
® seefina rule§_.3(b)(2).
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positions.”® Third, the definition includes the purchase or sale of one or more financia
instruments by a banking entity that is licensed or registered or required to be licensed or
registered to engage in the business of adealer, swap dealer, or security-based swap
dealer to the extent the instrument is purchased or sold in connection with the activities
that require the banking entity to be licensed or registered as such or is engaged in those
businesses outside of the United States, to the extent the instrument is purchased or sold

in connection with the activities of such business.*

The definition of proprietary trading also contains clarifying exclusions for certain
purchases and sales of financial instruments that generally do not involve the requisite
short-term trading intent, such as the purchase and sale of financial instruments arising
under certain repurchase and reverse repurchase arrangements or securities lending
transactions and securities acquired or taken for bona fide liquidity management

purposes.*

In Section .3, thefinal rule also defines a number of other relevant terms,
including the term “financial instrument.” Thisterm is used to define the scope of
financia instruments subject to the prohibition on proprietary trading. Consistent with

the statutory language, such financial instruments include securities, derivatives,

“© Seefina rule§ __.3(b)(L)(ii).
“ Seefina rule§ __.3(b)(L)(iii).
2 Seefind rule§__.3(d).
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commodity futures, and options on such instruments, but do not include loans, spot

foreign exchange or spot physical commodities.*®

In Section __.4, the final rule implements the statutory exemptions for
underwriting and market making-related activities. For each of these permitted activities,
the final rule defines the exempt activity and provides a number of requirements that
must be met in order for a banking entity to rely on the applicable exemption. Asmore
fully discussed below, these include establishment and enforcement of a compliance
program targeted to the activity; limits on positions, inventory and risk exposure
addressing the requirement that activities be designed not to exceed the reasonably
expected near term demands of clients, customers, or counterparties; limits on the
duration of holdings and positions; defined escal ation procedures to change or exceed
limits; analysis justifying established limits; internal controls and independent testing of
compliance with limits; senior management accountability and limits on incentive
compensation. In addition, the final rule requires firms with significant market-making
or underwriting activities to report data involving severa metrics that may be used by the
banking entity and the Agencies to identify trading activity that may warrant more

detailed compliance review.

These requirements are generally designed to ensure that the banking entity’s
trading activity is limited to underwriting and market making-related activities and does

not include prohibited proprietary trading.”* These requirements are also intended to

* Seefina rule§ _.3(c).
“ Seefina rule§__.4(a), (b).
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work together to ensure that banking entities identify, monitor and limit the risks

associated with these activities.

In Section __.5, the final rule implements the statutory exemption for risk-
mitigating hedging. Aswith the underwriting and market-making exemptions, 8 .5 of
the final rule contains a number of requirements that must be met in order for a banking
entity to rely on the exemption. These requirements are generally designed to ensure that
the banking entity’ s hedging activity is limited to risk-mitigating hedging in purpose and
effect.® Section .5 also requires banking entities to document, at the time the
transaction is executed, the hedging rationale for certain transactions that present
heightened compliance risks.*® Aswith the exemptions for underwriting and market
making-related activity, these requirements form part of a broader implementation
approach that also includes the compliance program requirement and the reporting of

guantitative measurements.

In Section __.6, the final rule implements statutory exemptions for trading in
certain government obligations, trading on behalf of customers, trading by a regulated
insurance company, and trading by certain foreign banking entities outside of the United
States. Section __.6(a) of the final rule describes the government obligationsin which a
banking entity may trade, which include U.S. government and agency obligations,

obligations and other instruments of specified government sponsored entities, and State

“ Seefinal rule§ 5.
% Seefinal rule§ __.5(c).
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and municipal obligations.*” Section _.6(b) of the final rule permitstrading in certain
foreign government obligations by affiliates of foreign banking entities in the United
State and foreign affiliates of a U.S. banking entity abroad.”® Section __.6(c) of thefinal
rule describes permitted trading on behalf of customers and identifies the types of
transactions that would qualify for the exemption.*® Section _.6(d) of the final rule
describes permitted trading by a regulated insurance company or an affiliate thereof for
the general account of the insurance company, and also permits those entities to trade for
a separate account of the insurance company. Finally, § .6(e) of thefinal rule
describes trading permitted outside of the United States by a foreign banking entity.™
The exemption in the final rule clarifies when aforeign banking entity will qualify to
engage in such trading pursuant to sections 4(c)(9) or 4(c)(13) of the BHC Act, as
required by the statute, including with respect to aforeign banking entity not currently
subject to the BHC Act. Asexplained in detail below, the exemption also provides that
the risk as principal, the decision-making, and the accounting for this activity must occur

solely outside of the United States, consistent with the statute.

In Section __.7, the final rule prohibits a banking entity from relying on any
exemption to the prohibition on proprietary trading if the permitted activity would
involve or result in amaterial conflict of interest, result in amaterial exposure to high-

risk assets or high-risk trading strategies, or pose athreat to the safety and soundness of

4" Seefinal rule§ __.6(a).
“ Seefina rule§ _.6(b).
* Seefina rule§ _.6(c).
% Seefinal rule§ _.6(d).
L Seefinal rule§ __.6(e).
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the banking entity or to the financial stability of the United States.®* This section also
describes the terms material conflict of interest, high-risk asset, and high-risk trading

strategy for these purposes.
C. Restrictions on Covered Fund Activities and | nvestments

Subpart C of the final rule implements the statutory prohibition on, directly or
indirectly, acquiring and retaining an ownership interest in, or having certain
relationships with, a covered fund, as well as the various exemptions to this prohibition
included in the statute. Section .10 of the final rule contains the core prohibition on
covered fund activities and investments and defines a number of related terms, including
“covered fund” and “ownership interest.”>® The definition of covered fund contains a
number of exclusions for entities that may rely on exclusions from the Investment
Company Act of 1940 contained in section 3(c)(1) or 3(c)(7) of that Act but that are not
engaged in investment activities of the type contemplated by section 13 of the BHC Act.
These include, for example, exclusions for wholly owned subsidiaries, joint ventures,
foreign pension or retirement funds, insurance company separate accounts, and public
welfare investment funds. The final rule also implements the statutory rule of

construction in section 13(g)(2) and provides that a securitization of loans, which would

2 Seefina rule§ 7.
3 Seefinal rule§ _.10(b).
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include loan securitization, qualifying asset backed commercial paper conduit, and

qualifying covered bonds, is not covered by section 13 or the final rule>

The definition of “ownership interest” in the final rule provides further guidance
regarding the types of interests that would be considered to be an ownership interest in a
covered fund.™ As described in this Supplementary Information, these interests may take
various forms. The definition of ownership interest also explicitly excludes from the
definition “restricted profit interest” that is solely performance compensation for services
provided to the covered fund by the banking entity (or an employee or former employee
thereof), under certain circumstances.® Section .10 of the final rule also definesa
number of other relevant terms, including the terms * prime brokerage transaction,”

“gponsor,” and “trustee.”

Section .11 of the final rule implements the exemption for organizing and
offering a covered fund provided for under section 13(d)(1)(G) of the BHC Act. Section
__.11(a) of the final rule outlines the conditions that must be met in order for a banking
entity to organize and offer a covered fund under this authority. These requirements are
contained in the statute and are intended to allow a banking entity to engage in certain

traditional asset management and advisory businesses, subject to certain limits contained

* The Agencies believe that most securitization transactions are currently structured so that the issuing
entity with respect to the securitization is not an affiliate of abanking entity under the BHC Act. However,
with respect to any securitization that is an affiliate of a banking entity and that does not meet the
requirements of the loan securitization exclusion, the related banking entity will need to determine how to
bring the securitization into compliance with this rule.

® Seefinal rule§ __.10(d)(6).
% Seefinal rule§ __.10(b)(6)(ii).
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in section 13 of the BHC Act.>” The requirements are discussed in detail in Part IV.B.2.
of this Supplementary Information. Section .11 also explains how these requirements
apply to covered funds that are issuing entities of asset-backed securities, aswell as
implements the statutory exemption for underwriting and market-making ownership
interests of a covered fund, including explaining the limitations imposed on such

activities under the final rule.

In Section .12, the final rule permits a banking entity to acquire and retain, as
an investment in a covered fund, an ownership interest in a covered fund that the banking
entity organizes and offers or holds pursuant to other authority under §  .11.°® This
section implements section 13(d)(4) of the BHC Act and related provisions. Section
13(d)(4)(A) of the BHC Act permits a banking entity to make an investment in a covered
fund that the banking entity organizes and offers, or for which it acts as sponsor, for the
purposes of (i) establishing the covered fund and providing the fund with sufficient initial
equity for investment to permit the fund to attract unaffiliated investors, or (ii) making a
de minimis investment in the covered fund in compliance with applicable requirements.
Section .12 of the final rule implements this authority and related limitations, including
limitations regarding the amount and value of any individual per-fund investment and the
aggregate value of all such permitted investments. In addition, 8 .12 requires that the
aggregate value of all investmentsin covered funds, plus any earnings on these
investments, be deducted from the capital of the banking entity for purposes of the

regulatory capital requirements, and explains how that deduction must occur. Section

" See 156 Cong. Rec. S5889 (daily ed. July 15, 2010) (statement of Sen. Hagan).
¥ Seefina rule§ .12
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__.12 of thefinal rule aso clarifies how abanking entity must calculate its compliance
with these investment limitations (including by deducting such investments from
applicable capital, as relevant), and sets forth how a banking entity may request an
extension of the period of time within which it must conform an investment in asingle
covered fund. This section aso explains how a banking entity must apply the covered
fund investment limits to a covered fund that is an issuing entity of asset backed

securities or a covered fund that is part of a master-feeder or fund-of-funds structure.

In Section __.13, the final rule implements the statutory exemptions described in
sections 13(d)(1)(C), (D), (F), and (1) of the BHC Act that permit a banking entity: (i) to
acquire and retain an ownership interest in a covered fund as a risk-mitigating hedging
activity related to employee compensation; (ii) in the case of anon-U.S. banking entity,
to acquire and retain an ownership interest in, or act as sponsor to, a covered fund solely
outside the United States; and (iii) to acquire and retain an ownership interest in, or act as
sponsor to, a covered fund by an insurance company for its general or separate

accounts.>

In Section .14, the final rule implements section 13(f) of the BHC Act and
generally prohibits a banking entity from entering into certain transactions with a covered
fund that would be a covered transaction as defined in section 23A of the Federal Reserve
Act.® Section .14(a)(2) of the final rule describes the transactions between a banking

entity and a covered fund that remain permissible under the statute and the final rule.

® Seefina rule§ _ .13(a) — (C).
® See 12 U.S.C. 371c; seealsofina rule§ .14
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Section __.14(b) of the final rule implements the statute' s requirement that any
transaction permitted under section 13(f) of the BHC Act (including a prime brokerage
transaction) between the banking entity and a covered fund is subject to section 23B of
the Federal Reserve Act,®* which, in general, requires that the transaction be on market
terms or on terms at least as favorable to the banking entity as a comparable transaction

by the banking entity with an unaffiliated third party.

In Section __.15, the final rule prohibits a banking entity from relying on any
exemption to the prohibition on acquiring and retaining an ownership interest in, acting
as sponsor to, or having certain relationships with, a covered fund, if the permitted
activity or investment would involve or result in amateria conflict of interest, result in a
material exposure to high-risk assets or high-risk trading strategies, or pose athreat to the
safety and soundness of the banking entity or to the financial stability of the United
States.®? This section also describes material conflict of interest, high-risk asset, and

high-risk trading strategy for these purposes.
D. Metrics Reporting Requirement

Under the final rule, a banking entity that meets relevant thresholds specified in
the rule must furnish the following quantitative measurements for each of its trading

desks engaged in covered trading activity calculated in accordance with Appendix A:

e Risk and Position Limits and Usage;

61 12 U.S.C. 371c-1.
2 Seefina rule§ _ .15.
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¢ Risk Factor Sengitivities;

e Value-at-Risk and Stress VaR;

e Comprehensive Profit and Loss Attribution;
e |nventory Turnover,

e Inventory Aging; and

e Customer Facing Trade Ratio.

The final rule raises the threshold for metrics reporting from the proposal to
capture only firms that engage in significant trading activity, identified at specified
aggregate trading asset and liability thresholds, and delays the dates for reporting metrics
through a phased-in approach based on the size of trading assets and liabilities.
Specifically, the Agencies have delayed the reporting of metrics until June 30, 2014 for
the largest banking entities that, together with their affiliates and subsidiaries, have
trading assets and liabilities the average gross sum of which equal or exceed $50 billion
on aworldwide consolidated basis over the previous four calendar quarters (excluding
trading assets and liabilities involving obligations of or guaranteed by the United States
or any agency of the United States). Banking entities with $25 billion or more in trading
assets and liabilities and banking entities with $10 billion or more in trading assets and
liabilities would also be required to report these metrics beginning on April 30, 2016, and

December 31, 2016, respectively.

Under the final rule, abanking entity required to report metrics must calculate any
applicable quantitative measurement for each trading day. Each banking entity required
to report must report each applicable quantitative measurement to its primary supervisory

Agency on the reporting schedul e established in the final rule unless otherwise requested
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by the primary supervisory Agency for the entity. The largest banking entities with $50
billion in consolidated trading assets and liabilities must report the metrics on a monthly
basis. Other banking entities required to report metrics must do so on a quarterly basis.
All quantitative measurements for any calendar month must be reported no later than 10
days after the end of the calendar month required by the final rule unless another timeis
requested by the primary supervisory Agency for the entity except for atransitional six
month period during which reporting will be required no later than 30 days after the end
of the calendar month. Banking entities subject to quarterly reporting will be required to
report quantitative measurements within 30 days of the end of the quarter, unless another

time is requested by the primary supervisory Agency for the entity in writing.®
E. Compliance Program Requirement

Subpart D of the final rule requires a banking entity engaged in covered trading
activities or covered fund activities to develop and implement a program reasonably
designed to ensure and monitor compliance with the prohibitions and restrictions on
covered trading activities and covered fund activities and investments set forth in section
13 of the BHC Act and the final rule.®® To reduce the overall burden of the rule, the final
rule provides that a banking entity that does not engage in covered trading activities
(other than trading in U.S. government or agency obligations, obligations of specified

government sponsored entities, and state and municipal obligations) or covered fund

8 Seefina rule§ _.20(d)(3). Thefinal ruleincludes a shorter period of time for reporting quantitative
measurements than was proposed for the largest banking entities. Like the monthly reporting requirement
for these firms, thisisintended to allow for more effective supervision of their large-scale trading
operations.

% Seefinal rule§ _.20.
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activities and investments need only establish a compliance program prior to becoming
engaged in such activities or making such investments.® In addition, to reduce the
burden on smaller banking entities, a banking entity with total consolidated assets of $10
billion or less that engages in covered trading activities and/or covered fund activities or
investments may satisfy the requirements of the final rule by including in its existing
compliance policies and procedures appropriate references to the requirements of section
13 and the final rule and adjustments as appropriate given the activities, size, scope and

complexity of the banking entity.*®

For banking entities with total assets greater than $10 billion and less than $50
billion, the final rule specifies six elements that each compliance program established
under subpart D must, at a minimum, include. These requirements focus on written
policies and procedures reasonably designed to ensure compliance with the final rules,
including limits on underwriting and market—making; a system of internal controls; clear
accountability for compliance and review of limits, hedging, incentive compensation, and
other matters; independent testing and audits; additional documentation for covered

funds; training; and recordkeeping requirements.

A banking entity with $50 billion or more total consolidated assets (or aforeign
banking entity that has total U.S. assets of $50 billion or more) or that is required to
report metrics under Appendix A is required to adopt an enhanced compliance program

with more detailed policies, limits, governance processes, independent testing and

 Seefina rule§ _.20(f)(1).
% Seefina rule§__.20(f)(2).
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reporting. In addition, the Chief Executive Officer of these larger banking entities must
attest that the banking entity hasin place a program reasonably designed to achieve

compliance with the requirements of section 13 of the BHC Act and the final rule.

The application of detailed minimum standards for these types of banking entities
isintended to reflect the heightened compliance risks of large covered trading activities
and covered fund activities and investments and to provide clear, specific guidance to
such banking entities regarding the compliance measures that would be required for

purposes of the final rule.

V. Final Rule
A. Subpart B — Proprietary Trading Restrictions
1 Section __.3: Prohibition on Proprietary Trading and Related Definitions

Section 13(a)(1)(A) of the BHC Act prohibits a banking entity from engaging in
proprietary trading unless otherwise permitted in section 13.°” Section 13(h)(4) of the
BHC Act defines proprietary trading, in relevant part, as engaging as principal for the
trading account of the banking entity in any transaction to purchase or sell, or otherwise
acquire or dispose of, a security, derivative, contract of sale of acommodity for future

delivery, or other financial instrument that the Agenciesinclude by rule.®®

Section __.3(a) of the proposed rule implemented section 13(a)(1)(A) of the BHC

Act by prohibiting a banking entity from engaging in proprietary trading unless otherwise

7 12 U.S.C. 1851(a)(1)(A).
8 12 U.S.C. 1851(h)(4).
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permitted under 88 .4 through .6 of the proposed rule. Section _ .3(b)(1) of the
proposed rule defined proprietary trading in accordance with section 13(h)(4) of the BHC
Act and clarified that proprietary trading does not include acting solely as agent, broker,
or custodian for an unaffiliated third party. The preamble to the proposed rule explained

that acting in these types of capacities does not involve trading as principal.*

Several commenters expressed concern about the breadth of the ban on
proprietary trading.”® Some of these commenters stated that proprietary trading must be
carefully and narrowly defined to avoid prohibiting activities that Congress did not intend
to limit and to preclude significant, unintended consequences for capital markets, capital
formation, and the broader economy.” Some commenters asserted that the proposed
definition could result in banking entities being unwilling to take principal risk to provide
liquidity for institutional investors; could unnecessarily constrain liquidity in secondary
markets, forcing asset managers to service client needs through alternative non-U.S.
markets; could impose substantial costs for al institutions, especially smaller and mid-
sizeinstitutions; and could drive risk-taking to the shadow banking system.”® Others
urged the Agencies to determine that trading as agent, broker, or custodian for an affiliate

was not proprietary trading.”®

% See Joint Proposal, 76 FR at 68,857.

" See eg., Assn. of Institutional Investors (Feb. 2012); Capital Group; Comm. on Capital Markets
Regulation; IAA; SIFMA et al. (Prop.Trading) (Feb. 2012); SV B; Chamber (Feb. 2012); Wellington.

™ See Assn. of Institutional Investors (Feb. 2012); GE (Feb. 2012); Invesco; Sen. Corker; Chamber (Feb.
2012).

2 See Chamber (Feb. 2012).
¥ See Japanese Bankers Assn.
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Commenters also suggested alternative approaches for defining proprietary
trading. In general, these approaches sought to provide a bright-line definition to provide
increased certainty to banking entities™ or make the prohibition easier to apply in
practice.” One commenter stated the Agencies should focus on the economics of
banking entities' transactions and ban trading if the banking entity is exposed to market
risk for asignificant period of time or is profiting from changesin the value of the asset.”
Several commenters, including individual members of the public, urged the Agenciesto
prohibit banking entities from engaging in any kind of proprietary trading and require
separation of trading from traditional banking activities.”” After carefully considering
comments, the Agencies are defining proprietary trading as engaging as principal for the
trading account of the banking entity in any purchase or sale of one or more financial
instruments.”® The Agencies believe this effectively restates the statutory definition. The
Agencies are not adopting commenters suggested modifications to the proposed
definition of proprietary trading or the general prohibition on proprietary trading because

they generally appear to be inconsistent with Congressional intent. For instance, some

" See eg., ABA (Keating); Assn. of Institutional Investors (Feb. 2012); BOK ; George Bollenbacher;
Credit Suisse (Seidel); NAIB et al.; SSgA (Feb. 2012); JPMC.

> See Public Citizen.
® See Sens. Merkley & Levin (Feb. 2012).

" See generally Occupy; Public Citizen; AFR et al. (Feb. 2012). The Agencies received over fifteen
thousand form letters in support of arule with few exemptions, many of which expressed a desire to return
to the regulatory scheme as governed by the Glass-Steagall affiliation provisions of the U.S. Banking Act
of 1933, as repealed through the Graham-Leach-Bliley Act of 1999. See generally Sarah McGes;
Christopher Wilson; Michael Itlis; Barry Rein; Edward Bright. Congress rejected such an approach,
however, opting instead for the more narrowly tailored regulatory approach embodied in section 13 of the
BHC Act.

® Seefina rule§__.3(a). Thefinal rule also replaces all references to the proposed term “covered
financial position” with the term “financial instrument.” This change has no substantive impact because
the definition of “financial instrument” is substantially identical to the proposed definition of “covered
financial position.” Consistent with this change, the final rule replaces the undefined verbs “acquire” or
“take” with the defined terms “ purchase” or “sal€” and “sell.” Seefinal rule 88 .3(c), _ .2(u), (X).
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commenters appeared to suggest an approach to defining proprietary trading that would
capture only bright-line, speculative proprietary trading and treat the activities covered by
the statutory exemptions as completely outside the rule.”® However, such an approach
would appear to be inconsistent with Congressional intent because, for instance, it would
not give effect to the limitations on permitted activities in section 13(d) of the BHC Act.®
For similar reasons, the Agencies are not adopting a bright-line definition of proprietary

trading.®

A number of commenters expressed concern that, as a whole, the proposed rule
may result in certain negative economic impacts, including: (i) reduced market
liquidity;® (ii) wider spreads or otherwise increased trading costs;®® (iii) higher

borrowing costs for businesses or increased cost of capital;* and/or (iv) greater market

" See eg., Assn. of Institutional Investors (Feb. 2012); GE (Feb. 2012); Invesco; Sen. Corker; Chamber
(Feb. 2012); JPMC.

8 See 156 Cong. Rec. S5895-96 (daily ed. July 15, 2010) (statement of Sen. Merkley) (stating the statute
“permits underwriting and market-making-related transactions that are technically trading for the account
of the firm but, in fact, facilitate the provision of near-term client-oriented financial services.”).

8 See ABA (Keating); Assn. of Ingtitutional Investors (Feb. 2012); BOK ; George Bollenbacher; Credit
Suisse (Seidel); NAIB et al.; SSgA (Feb. 2012); JPMC.

8 See eg., AllianceBernstein; Obaid Syed; Rep. Bachus et al.; EMTA; NASP; Sen. Hagan; Investure;
Lord Abbett; Sumitomo Trust; EFAMA; Morgan Stanley; Barclays; BoA; Citigroup (Feb. 2012); STANY;
ABA (Keating); ICE; ICSA; SIFMA (Asset Mgmt.) (Feb. 2012); Putnam; ACLI (Feb. 2012); Wells Fargo
(Prop. Trading); Capital Group; RBC; Columbia Mgmt.; SSgA (Feb. 2012); Fidelity; ICI (Feb. 2012);
ISDA (Feb. 2012); Comm. on Capital Markets Regulation; Clearing House Assn.; Thakor Study. Seealso
CalPERS (acknowledging that the systemic protections afforded by the Volcker Rule come at a price,
including reduced liquidity to al markets).

8 See eg., AllianceBernstein; Obaid Syed; NASP; Investure; Lord Abbett; CalPERS; Credit Suisse
(Seiddl); Citigroup (Feb. 2012); ABA (Keating); SIFMA (Asset Mgmt.) (Feb. 2012); Putnam; Wells Fargo
(Prop. Trading); Comm. on Capital Markets Regulation.

8 See, eg., Rep. Bachus et al.; Members of Congress (Dec. 2011); Lord Abbett; Morgan Stanley;
Barclays; BoA; Citigroup (Feb. 2012); ABA (Abernathy); ICSA; SIFMA (Asset Mgmt.) (Feb. 2012);
Chamber (Feb. 2012); Putnam; ACLI (Feb. 2012); UBS; Wells Fargo (Prop. Trading); Capital Group; Sen.
Carper et al.; Fidelity; Invesco; Clearing House Assn.; Thakor Study.
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volatility.® The Agencies have carefully considered commenters concerns about the
proposed rule’ s potential impact on overall market liquidity and quality. Asdiscussed in
more detail in PartsIV.A.2. and IV.A.3,, thefinal rule will permit banking entitiesto
continue to provide beneficial market-making and underwriting services to customers,
and therefore provide liquidity to customers and facilitate capital-raising. However, the
statute upon which the final ruleis based prohibits proprietary trading activity that is not
exempted. As such, the termination of non-exempt proprietary trading activities of
banking entities may lead to some general reductionsin liquidity of certain asset classes.
Although the Agencies cannot say with any certainty, there is good reason to believe that
to asignificant extent the liquidity reductions of this type may be temporary since the
statute does not restrict proprietary trading activities of other market participants.®® Thus,
over time, non-banking entities may provide much of the liquidity that islost by
restrictions on banking entities' trading activities. If so, eventually, the detrimental
effects of increased trading costs, higher costs of capital, and greater market volatility

should be mitigated.

& See eg., CaPERS (expressing the belief that a decline in banking entity proprietary trading will
increase the volatility of the corporate bond market, especially during times of economic weakness or
periods where risk taking declines, but noting that portfolio managers have experienced many different
periods of market illiquidity and stating that the market will adapt post-implementation (e.g., portfolio
managers will increase their use of CDS to reduce economic risk to specific bond positions as the
liquidation process of cash bonds takes more time, alternative market matching networks will be
developed)); Morgan Stanley; Capital Group; Fidelity; British Bankers' Assn.; Invesco.

8 See David McClean; Public Citizen; Occupy. In response to commenters who expressed concern about
risks associated with proprietary trading activities moving to non-banking entities, the Agencies note that
section 13's prohibition on proprietary trading and related exemptions apply only to banking entities. See,
e.g., Chamber (Feb. 2012).
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To respond to concerns raised by commenters while remaining consistent with
Congressional intent, the final rule has been modified to provide that certain purchases

and sales are not proprietary trading as described in more detail below.®’

Definition of “ Trading Account”

As explained above, section 13 defines proprietary trading as engaging as
principal “for the trading account of the banking entity” in certain types of transactions.
Section 13(h)(6) of the BHC Act defines trading account as any account used for
acquiring or taking positions in financial instruments principally for the purpose of
selling in the near-term (or otherwise with the intent to resell in order to profit from short-
term price movements), and any such other accounts as the Agencies may, by rule,

determine.®®

The proposed rule defined trading account to include three separate accounts.
First, the proposed definition of trading account included, consistent with the statute, any
account that is used by a banking entity to acquire or take one or more covered financial
positions for short-term trading purposes (the “ short-term trading account”).® The
proposed rule identified four purposes that would indicate short-term trading intent: (i)
short-term resale; (ii) benefitting from actual or expected short-term price movements;
(ii1) realizing short-term arbitrage profits; or (iv) hedging one or more positions described

in (i), (ii) or (iii). The proposed rule presumed that an account is atrading account if it is

8 Seefinal rule§ _.3(d).
8 See 12 U.S.C. 1851(h)(6).
8 Seeproposedrule § _.3(b)(2)(i)(A).



used to acquire or take a covered financial position (other than a position in the market
risk rule trading account or the dealer trading account) that the banking entity holds for

60 days or less.*

Second, the proposed definition of trading account included, for certain entities,
any account that contains positions that qualify for trading book capital treatment under
the banking agencies’ market risk capital rules other than positions that are foreign
exchange derivatives, commodity derivatives or contracts of sale of acommodity for

delivery (the “market risk rule trading account”).** *

Covered positions’ under the
banking agencies’ market-risk capital rules are positions that are generally held with the

intent of salein the short-term.

Third, the proposed definition of trading account included any account used by a
banking entity that is a securities dealer, swap dealer, or security-based swap dealer to
acquire or take positions in connection with its dealing activities (the “dealer trading
account”).*> The proposed rule also included as a trading account any account used to
acquire or take any covered financia position by a banking entity in connection with the
activities of adealer, swap dealer, or security-based swap dealer outside of the United
States.** Covered financial positions held by banking entities that register or file notice

as securities or derivatives dealers as part of their dealing activity were included because

% Seeproposed rule § __.3(b)(2)(ii).

% Seeproposed rule 88 .3(b)(2)(i)(B); __.3(b)(3).
%2 Seeproposed rule § _.3(b)(2)(i)(C).

% Seeproposed rule § _.3(b)(2)(i)(C)(5).
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such positions are generally held for sale to customers upon request or otherwise support

the firm’ s trading activities (e.g., by hedging its dealing positions).*

The proposed rule also set forth four clarifying exclusions from the definition of
trading account. The proposed rule provided that no account is a trading account to the
extent that it is used to acquire or take certain positions under repurchase or reverse
repurchase arrangements, positions under securities lending transactions, positions for
bona fide liquidity management purposes, or positions held by derivatives clearing

organizations or clearing agencies.®

Overall, commenters did not raise significant concerns with or objectionsto the
short-term trading account. Several commenters argued that the definition of trading
account should be limited to only this portion of the proposed definition of trading
account.®® However, afew commenters raised concerns regarding the treatment of
arbitrage trading under the proposed rule.*” Several commenters asserted that the
proposed definition of trading account was too broad and covered trading not intended to
be covered by the statute.®® Some of these commenters maintained that the Agencies
exceeded their statutory authority under section 13 of the BHC Act in defining trading

account to include the market risk rule trading account and dealer trading account, and

% See Joint Proposal, 76 FR 68,860.

% Seeproposed rule § _.3(b)(2)(iii).

% See ABA (Keating); JPMC.

% See AFR et al. (Feb. 2012); Paul Volcker; Credit Suisse (Seidel); ISDA (Feb. 2012); Japanese Bankers Assn.

% See ABA (Keating); Allen & Overy (on behalf of Large Intl Banks with U.S. Operations); Am. Express;
BoA; Goldman (Prop. Trading); ISDA (Feb. 2012); Japanese Bankers Assn.; JPMC; SIFMA et al.
(Prop.Trading) (Feb. 2012); State Street (Feb. 2012).
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argued that the definition should be limited to the short-term trading account definition.*
Commenters argued, for example, that an overly broad definition of trading account may
cause traditional bank activities important to safety and soundness of a banking entity to
fall within the prohibition on proprietary trading to the detriment of banking
organizations, customers, and financial markets.'® A number of commenters suggested
modifying and narrowing the trading account definition to remove the implicit negative
presumption that any position creates atrading account, or that all principal trading
constitutes prohibited proprietary trading unlessit qualifies for a narrowly tailored
exemption, and to clearly exempt activitiesimportant to safety and soundness.*®* For
example, one commenter recommended that a covered financial position be considered a
trading account position only if it qualifies as a GAAP trading position.’ A few

commenters requested the Agencies define the phrase “short term” in the rule.’®®

Several commenters argued that the market risk rule should not be referenced as
part of the definition of trading account.’® A few of these commenters argued instead
that the capital treatment of a position be used only as an indicative factor rather than a

dispositive test.'™ One commenter thought that the market risk rule trading account was

% See ABA (Keating); JPMC; SIFMA et al. (Prop.Trading) (Feb. 2012); State Street (Feb. 2012).
1% see ABA (Keating); Credit Suisse (Seidel).

101 see ABA (Keating); Assn .of Institutional Investors (Feb. 2012); BoA; Capital Group; IAA; Credit
Suisse (Seidel); ICI (Feb. 2012); ISDA (Feb. 2012); NAIB et al.; SIFMA et al. (Prop.Trading) (Feb. 2012);
SVB; Wdllington.

102 See ABA (Keating).

103 See NAIB et al.; Occupy; but See Alfred Brock.

104 see ABA; BoA; Goldman (Prop. Trading); ISDA (Feb. 2012); JPMC; SIFMA et al. (Prop.Trading) (Feb. 2012).
1% see BoA; SIFMA et al. (Prop.Trading) (Feb. 2012).
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redundant because it includes only positions that have short-term trading intent.*®

Commenters also contended that it was difficult to consider and comment on this aspect

of the proposal because the market risk capital rules had not been finalized.*”’

A number of commenters objected to the dealer trading account prong of the
definition.'® Commenters asserted that this prong was an unnecessary and unhel pful
addition that went beyond the requirements of section 13 of the BHC Act, and that it
made the trading account determination more complex and difficult.'® In particular,
commenters argued that the dealer trading account was too broad and introduced
uncertainty because it presumed that dealers aways enter into positions with short-term
intent."® Commenters also expressed concern about the difficulty of applying this test
outside the United States and requested that, if this account is retained, the final rule be
explicit about how it applies to a swap deaer outside the United States and treat U.S.

swap dealers consistently.***

106 See |SDA (Feb. 2012).

197 see ABA (Keating); BoA; Goldman (Prop. Trading); ISDA (Feb. 2012); JPMC. The banking agencies
adopted afina rule that amends their respective market risk capital rules on August 30, 2012. See 77 FR
53,060 (Aug. 30, 2012). The Agencies continued to receive and consider comments on the proposed rule to
implement section 13 of the BHC Act after that time.

108 See ABA (Keating); Allen & Overy (on behalf of Large Intl Banks with U.S. Operations); Am.
Express; Goldman (Prop. Trading); ISDA (Feb. 2012); Japanese Bankers Assn.; JPMC; SIFMA et al.
(Prop.Trading) (Feb. 2012).

1% see ABA (Keating); Allen & Overy (on behalf of Large Int'|l Banks with U.S. Operations); JPMC; State
Street (Feb. 2012); ISDA (Feb. 2012); SIFMA et al. (Prop.Trading) (Feb. 2012).

10 see ABA (Keating); Am. Express; Goldman (Prop. Trading); ISDA (Feb. 2012); JPMC.
11 gee Allen & Overy (on behalf of Large Int'l Banks with U.S. Operations); Am. Express; JPMC.
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In contrast, other commenters contended that the proposed rule’ s definition of
trading account was too narrow, particularly in its focus on short-term positions,* or
should be simplified.*** One commenter argued that the breadith of the trading account
definition was critical because positions excluded from the trading account definition

would not be subject to the proposed rule.***

One commenter supported the proposed
definition of trading account.™™® Other commenters believed that reference to the market-
risk rule was an important addition to the definition of trading account. Some expressed
the view that it should include all market risk capital rule covered positions and not just

those requiring short-term trading intent.**®

Certain commenters proposed alternate definitions. Several commenters argued
against using the term “account” and instead advocated applying the prohibition on
proprietary trading to trading positions.*'” Foreign banks recommended applying the
definition of trading account applicable to such banks in their home country, if the home
country provided aclear definition of this term.™® These commenters argued that new
definitionsin the proposed rule, like trading account, would require foreign banking

entities to develop new and complex procedures and expensive systems.**

12 See Sens. Merkley & Levin (Feb. 2012); Occupy.

113 gee eg., Public Citizen.

1 see AFR et al. (Feb. 2012).

15 e Alfred Brock.

118 see AFR et al. (Feb. 2012).

17 see ABA (Keating); Goldman (Prop. Trading); NAIB et al.
118

See Japanese Bankers Assn.; Norinchukin.
19 See Japanese Bankers Assn.
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Commenters also argued that various types of trading activities should be
excluded from the trading account definition. For example, one commenter asserted that

120 \while other

arbitrage trading should not be considered trading account activity,
commenters argued that arbitrage positions and strategies are proprietary trading and
should be included in the definition of trading account and prohibited by the final rule.'?
Another commenter argued that the trading account should include only positions
primarily intended, when the position is entered into, to profit from short-term changesin
the value of the assets, and that liquidity investments that do not have price changes and

that can be sold whenever the banking entity needs cash should be excluded from the

trading account definition.'#

After carefully reviewing the comments, the Agencies have determined to retain
in the final rule the proposed approach for defining trading account that includes the
short-term, market risk rule, and dealer trading accounts with modifications to address
issues raised by commenters. The Agencies believe that this multi-prong approach is
consistent with both the language and intent of section 13 of the BHC Act, including the
express statutory authority to include “any such other account” as determined by the
Agencies.*”® Thefinal definition effectuates Congress's purpose to generally focus on

short-term trading while addressing commenters’ desire for greater certainty regarding

120 see Alfred Brock.

121 See AFR et al. (Feb. 2012); Paul Volcker.

122 see NAIB et al. Seeinfra Part 1V.A.1.d.2. (discussing the liquidity management exclusion).
128 12 U.S.C. 1851(h)(6).
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the definition of the trading account.*** In addition, the Agencies believe commenters
concerns about the scope of the proposed definition of trading account are substantially
addressed by the refined exemptions in the final rule for customer-oriented activities,
such as market making-related activities, and the exclusions from proprietary trading.?>
Moreover, the Agencies believe that it is appropriate to focus on the economics of a
banking entity’ s trading activity to help determine whether it is engaged in proprietary

trading, as discussed further below.'*

As explained above, the short-term trading prong of the definition largely
incorporates the statutory provisions. This prong covers trading involving short-term
resale, price movements, and arbitrage profits, and hedging positions that result from
these activities. Specifically, the reference to short-term resale is taken from the statute’s
definition of trading account. The Agencies continue to believeit is also appropriate to
include in the short-term trading prong an account that is used by a banking entity to
purchase or sell one or more financial instruments principally for the purpose of
benefitting from actual or expected short-term price movements, realizing short-term

arbitrage profits, or hedging one or more positions captured by the short-term trading

124 | n response to commenters' concerns about the meaning of account, the Agencies note the term “trading
account” is a statutory concept and does not necessarily refer to an actual account. Trading account is
simply nomenclature for the set of transactions that are subject to the fina rul€e's restrictions on proprietary
trading. See ABA (Keating); Goldman (Prop. Trading); NAIB et al.

125 For example, several commenters’ concerns about the potential impact of the proposed definition of
trading account were tied to the perceived narrowness of the proposed exemptions. See ABA (Keating);
Assn. of Ingtitutional Investors (Feb. 2012); BoA; Capital Group; |AA; Credit Suisse (Seidel); ICI (Feb.
2012); ISDA (Feb. 2012); NAIB et al.; SIFMA et al. (Prop.Trading) (Feb. 2012); SVB; Wellington.

126 See Sens. Merkley & Levin (Feb. 2012). However, as discussed in this Supplementary | nformation,
the Agencies are not prohibiting any trading that involves profiting from changes in the value of the asset,
as suggested by this commenter, because permitted activities, such as market making, can involve price
appreciation-related revenues. Seeinfra Part 1V.A.3. (discussing the final market-making exemption).
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prong. The provisions regarding price movements and arbitrage focus on the intent to
engage in transactions to benefit from short-term price movements (e.g., entering into a
subsequent transaction in the near term to offset or close out, rather than sell, the risks of
aposition held by the banking entity to benefit from a price movement occurring between
the acquisition of the underlying position and the subsequent offsetting transaction) or to
benefit from differences in multiple market prices, including scenarios where movement
in those prices is not necessary to redize the intended profit.?’ These types of
transactions are economically equivalent to transactions that are principally for the
purpose of selling in the near term or with the intent to resell to profit from short-term
price movements, which are expressly covered by the statute’ s definition of trading
account. Thus, the Agencies believeit is necessary to include these provisionsin the
final rule’'s short-term trading prong to provide clarity about the scope of the definition
and to prevent evasion of the statute and final rule.*?® 1n addition, like the proposed rule,
the final rule's short-term trading prong includes hedging one or more of the positions
captured by this prong because the Agencies assume that a banking entity generally
intends to hold the hedging position for only so long as the underlying position is held.
The remaining two prongs to the trading account definition apply to types of
entities that engage actively in trading activities. Each prong focuses on analogous or
parallel short-term trading activities. A few commenters stated these prongs were
duplicative of the short-term trading prong, and argued the Agencies should not include

these prongs in the definition of trading account, or should only consider them as non-

127 See Joint Proposal, 76 FR at 68,857-68,858.

128 Asaresult, the Agencies are not excluding arbitrage trading from the trading account definition, as
suggested by at |east one commenter. See, e.g., Alfred Brock.
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determinative factors.™® To the extent that an overlap exists between the prongs of this
definition, the Agencies believe they are mutually reinforcing, strengthen therule's
effectiveness, and may help simplify the analysis of whether a purchase or sale is

conducted for the trading account.*®

The market risk capital prong covers trading positions that are covered positions
for purposes of the banking agency market-risk capital rules, as well as hedges of those
positions. Trading positions under those rules are positions held by the covered entity
“for the purpose of short-term resale or with the intent of benefitting from actual or
expected short-term price movements, or to lock-in arbitrage profits.”*** This definition
largely parallels the provisions of section 13(h)(4) of the BHC Act and mirrors the short-
term trading account prong of both the proposed and final rules. Covered positions are
trading positions under the rule that subject the covered entity to risks and exposures that
must be actively managed and limited — a requirement consistent with the purposes of the

section 13 of the BHC Act.

Incorporating this prong into the trading account definition reinforces the
consistency between governance of the types of positions that banking entities identify as
“trading” for purposes of the market risk capital rules and those that are trading for
purposes of the final rule under section 13 of the BHC Act. Moreover, this aspect of the

final rule reduces the compliance burden on banking entities with substantial trading

12 SeeISDA (Feb. 2012); JPMC; ABA (Keating); BoA; SIFMA et al. (Prop.Trading) (Feb. 2012).
130 see Occupy.
131 12 CFR 225, Appendix E.
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activities by establishing a clear, bright-line rule for determining that atrade is within the

trading account.**

After reviewing comments, the Agencies also continue to believe that financia
instruments purchased or sold by registered dealers in connection with their dealing
activity are generally held with short-term intent and should be captured within the
trading account. The Agencies believe the scope of the dealer prong is appropriate
because, as noted in the proposal, positions held by aregistered dealer in connection
with its dealing activity are generally held for sale to customers upon request or otherwise
support the firm’ s trading activities (e.g., by hedging its dealing positions), which is
indicative of short-term intent.*** Moreover, the final ruleincludes a number of
exemptions for the activities in which securities dealers, swap dealers, and security-based
swap dealerstypically engage, such as market making, hedging, and underwriting. Thus,
the Agencies believe the broad scope of the dealer trading account is balanced by the
exemptions that are designed to permit dealer entities to continue to engage in customer-
oriented trading activities, consistent with the statute. This approach is designed to
ensure that registered dealer entities are engaged in permitted trading activities, rather
than prohibited proprietary trading.

Thefinal rule adopts the dealer trading account substantially as proposed,™* with
streamlining that eliminates the specific references to different types of securities and

derivatives dealers. The final rule adopts the proposed approach to covering trading

132 Accordingly, the Agencies are not using a position’s capital treatment as merely an indicative factor, as
suggested by afew commenters.

133 See Joint Proposal, 76 FR at 68,860.
134 seefinal rule § __.3(b)(1)(iii).



accounts of banking entities that regularly engage in the business of a dealer, swap deder,
or security-based swap dealer outside of the United States. In the case of both domestic
and foreign entities, this provision applies only to financial instruments purchased or sold
in connection with the activities that require the banking entity to be licensed or
registered to engage in the business of dealing, which is not necessarily all of the
activities of that banking entity.*® Activities of a banking entity that are not covered by
the dealer prong may, however, be covered by the short-term or market risk rule trading

accounts if the purchase or sale satisfies the requirements of 8§ __.3(b)(1)(i) or (ii).**®

A few commenters stated that they do not currently analyze whether a particular
activity would require dealer registration, so the dealer prong of the trading account
definition would require banking entities to engage in a new type of analysis.**’ The
Agencies recognize that banking entities that are registered dealers may not currently
engage in such an analysis with respect to their current trading activities and, thus, this
may represent a new regulatory requirement for these entities. If the regulatory analysis

otherwise engaged in by banking entities is substantially similar to the dealer prong

1% Aninsured depository institution may be registered as a swap dealer, but only the swap dealing
activities that require it to be so registered are covered by the dealer trading account. If an insured
depository institution purchases or sells afinancial instrument in connection with activities of the insured
depository institution that do not trigger registration as a swap dealer, such as lending, deposit-taking, the
hedging of business risks, or other end-user activity, the financial instrument isincluded in the trading
account only if the instrument falls within the statutory trading account under 8 __.3(b)(1)(i) or the market
risk rule trading account under § __.3(b)(2)(ii) of thefinal rule.

136 Seefinal rule 88 .3(b)(1)(i) and (ii).
¥ See eg., SIFMA et al. (Prop.Trading) (Feb. 2012); Goldman (Prop. Trading).
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analysis required under the trading account definition, then any increased compliance
burden could be small or insubstantial ***

In response to commenters’ concerns regarding the application of this prong to
banking entities acting as dealers in jurisdictions outside the United States,* the
Agencies continue to believe including the activities of a banking entity engaged in the
business of adealer, swap dealer, or security-based swap dealer outside of the United
States, to the extent the instrument is purchased or sold in connection with the activities
of such business, is appropriate. Asnoted above, dealer activity generally involves short-
term trading. Further, the Agencies are concerned that differing requirements for U.S.
and foreign dealers may lead to regulatory arbitrage. For foreign banking entities acting
as dealers outside of the United States that are eligible for the exemption for trading
conducted by foreign banking entities, the Agencies believe the risk-based approach to
this exemption in the final rule should help address the concerns about the scope of this
prong of the definition.**

In response to one commenter’ s suggestion that the Agencies define the term
trading account to alow aforeign banking entity to use of the relevant foreign regulator’s
definition of thisterm, where available, the Agencies are concerned such an approach

could lead to regulatory arbitrage and otherwise inconsistent applications of the rule.**

%8 See e.g., Goldman (Prop. Trading) (“For instance, a banking entity’s market making-related activities
with respect to credit trading may involve making a market in bonds (traded in a broker-dealer), single-
name CDSs (in a security-based swap dealer) and CDS indexes (in aswap dedler). For regulatory or other
reasons, these transactions could take place in different legal entities...”).

139 See SIFMA et al. (Prop.Trading) (Feb. 2012); JPMC; Allen & Overy (on behalf of Large Int'l Banks
with U.S. Operations).

0 seefina rule§ _.6(e).
141 See Japanese Bankers Assn.
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The Agencies believe this commenter’ s general concern about the impact of the statute
and rule on foreign banking entities activities outside the United States should be
substantially addressed by the exemption for trading conducted by foreign banking
entitiesunder 8§ __.6(e) of thefinal rule.

Finally, the Agencies have declined to adopt one commenter’ s recommendation
that aposition in afinancial instrument be considered a trading account position only if it
qualifies asa GAAP trading position.** The Agencies continue to believe that formally
incorporating accounting standards governing trading securities is not appropriate
because: (i) the statutory proprietary trading provisions under section 13 of the BHC Act
appliesto financial instruments, such as derivatives, to which the trading security
accounting standards may not apply; (ii) these accounting standards permit companies to
classify, at their discretion, assets as trading securities, even where the assets would not
otherwise meet the definition of trading securities; and (iii) these accounting standards
could change in the future without consideration of the potential impact on section 13 of
the BHC Act and these rules.**®

Rebuttable Presumption for the Short-Term Trading Account

The proposed rule included a rebuttable presumption clarifying when a covered
financial position, by reason of its holding period, is traded with short-term intent for
purposes of the short-term trading account. The Agencies proposed this presumption
primarily to provide guidance to banking entities that are not subject to the market risk

capital rules or are not covered dealers or swap entities and accordingly may not have

142 gee ABA (Keating).
143 See Joint Proposal, 76 FR at 68,859.
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experience evaluating short-term trading intent. In particular, 8 _.3(b)(2)(ii) of the
proposed rule provided that an account would be presumed to be a short-term trading
account if it was used to acquire or take a covered financial position that the banking

entity held for a period of 60 days or less.

Several commenters supported the rebuttable presumption, but suggested either

shortening the holding period to 30 days or less,** or extending the period to 90 days,'*

146 147

to several months,™ or to one year.™ Some of these commenters argued that specifying
an overly short holding period would be contrary to the statute, invite gamesmanship,**®
and miss speculative positions held for longer than the specified period.**® Commenters

150

al'so suggested turning the presumption into a safe harbor™° or into guidance.>

Other commenters opposed the inclusion of the rebuttable presumption for a
number of reasons and requested that it be removed.™®® For example, these commenters

argued that the presumption had no statutory basis; ™ was arbitrary;*>* was not supported

144 See Japanese Bankers Assn.
145 See Capital Group.
146 See AFR et al. (Feb. 2012).

147 See Sens. Merkley & Levin (Feb. 2012); Public Citizen (arguing that one-year demarks tax law
covering short term capital gains).

148 See Sens. Merkley & Levin (Feb. 2012).

%9 see Oceupy.

130 gee Capital Group.

151 See SIFMA et al. (Prop.Trading) (Feb. 2012).

152 see ABA (Keating); Am. Express; Business Roundtable; Capital Group; ICI (Feb. 2012); Investure;
JPMC; Liberty Global; STANY; Chamber (Feb. 2012).

158 See ABA (Keating); JPMC; Chamber (Feb. 2012).
1% See Am. Express; ICI (Feb. 2012).
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by data, facts, or analysis;*> would dampen market-making and underwriting activity;**®

or did not take into account the nature of trading in different types of securities.™’ Some
commenters also questioned whether the Agencies would interpret rebuttals of the
presumption consistently,™® and stressed the difficulty and costliness of rebutting the
presumption, ™ such as enhanced documentation or other administrative burdens.*® One
foreign banking association also argued that requiring foreign banking entitiesto rebut a
U.S. regulatory requirement would be costly and inappropriate given that the trading
activities of the banking entity are already reviewed by home country supervisors.'®*
This commenter also contended that the presumption could be problematic for financial
instruments purchased for long-term investment purposes that are closed within 60 days

due to market fluctuations or other changed circumstances.'®?

After carefully considering the comments received, the Agencies continue to

believe the rebuttable presumption is appropriate to generally define the meaning of

% See ABA (Keating); Chamber (Feb. 2012).

1% see AllianceBernstein; Business Roundtable; ICI (Feb. 2012); Investure; Liberty Global; STANY.
Because the rebuttable presumption does not impact the availability of the exemptions for underwriting,
market making, and other permitted activities, the Agencies do not believe this provision creates any
additional burdens on permissible activities.

57 see Am. Express (noting that most foreign exchange forward transactions settle in less than one week
and are used as commercial payment instruments, and not speculative trades); Capital Group.

158 See ABA (Keating). Asdiscussed below in Part 1V.C., the Agencies expect to continue to coordinate
their supervisory efforts related to section 13 of the BHC Act and to share information as appropriate in
order to effectively implement the requirements of that section and the final rule.

19 see ABA (Keating); AllianceBernstein; Capital Group; Japanese Bankers Assn.; Liberty Global;
JPMC.

10 g5ee NAIB et al.; Capital Group.

161 See Japanese Bankers Assn. As noted above, the Agencies believe concerns about the impacts of the
definition of trading account on foreign banking entity trading activity outside of the United States are
substantially addressed by the final rule’s exemption for proprietary trading conducted by foreign banking
entitiesinfina rule § __.6(e).

162 Id
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“short-term” for purposes of the short-term trading account, especially for small and
regional banking entities that are not subject to the market risk capital rules and are not
registered dealers or swap entities. The range of comments the Agencies received on
what “short-term” should mean — from 30 days to one year — suggests that a clear
presumption would ensure consistency in interpretation and create alevel playing field
for al banking entities with covered trading activities subject to the short-term trading
account. Based on their supervisory experience, the Agencies find that 60 daysis an
appropriate cut off for aregulatory presumption.’®® Further, because the purpose of the
rebuttable presumption is to simplify the process of evaluating whether individual
positions are included in the trading account, the Agencies believe that implementing
different holding periods based on the type of financial instrument would insert
unnecessary complexity into the presumption.’®* The Agencies are not providing a safe
harbor or areverse presumption (i.e., a presumption for positions that are outside of the
trading account), as suggested by some commenters, in recognition that some proprietary

trading could occur outside of the 60 day period.'®

Adopting a presumption allows the Agencies and affected banking entities to
evaluate all the facts and circumstances surrounding trading activity in determining
whether the activity implicates the purpose of the statute. For example, trading in a

financia instrument for long-term investment that is disposed of within 60 days because

163 seefinal rule§_.3(b)(2). Commenters did not provide persuasive evidence of the benefits associated
with arebuttable presumption for positions held for greater or fewer than 60 days.

164 See, e.g., Am. Express; Capital Group; Sens. Merkley & Levin (Feb. 2012).

165 See Capital Group; AFR et al. (Feb. 2012); Sens. Merkley & Levin (Feb. 2012); Public Citizen;
Occupy.
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of unexpected developments (e.g., an unexpected increase in the financial instrument’s
volatility or aneed to liquidate the instrument to meet unexpected liquidity demands)
may not be trading activity covered by the statute. To reduce the costs and burdens of
rebutting the presumption, the Agencies will allow a banking entity to rebut the

presumption for agroup of related positions.*®

Thefinal rule provides three clarifying changes to the proposed rebuttable
presumption. First, in response to comments, the final rule replaces the reference to an
“account” that is presumed to be a trading account with the purchase or sale of a
“financial instrument.”*®’ This change clarifies that the presumption only applies to the
purchase or sale of afinancial instrument that is held for fewer than 60 days, and not the
entire account that is used to make the purchase or sale. Second, the fina rule clarifies
that basis trades, in which a banking entity buys one instrument and sells a substantially
similar instrument (or otherwise transfers the first instrument’ s risk), are subject to the
rebuttable presumption.*® Third, in order to maintain consistency with definitions used
throughout the final rule, the referencesto “acquire” or “take” afinancial position have

been replaced with references to “purchase” or “sell” afinancial instrument.'®®

1% The Agencies believe this should help address commenters’ concerns about the burdens associated with
rebutting the presumption. See ABA (Keating); AllianceBernstein; Capital Group; Japanese Bankers
Assn.; Liberty Global; JPMC; NAIB et al.; Capital Group.

197 See, e.g., ABA (Keating); Clearing House Assn.; JPMC.

1%8 The rebuttable presumption covered these trades in the proposal, but the final rule’s use of “financial
instrument” rather than “covered financial position” necessitated clarifying this point in the rule text. See
fina rule 8 ___.3(b)(2). Seealso Public Citizen.

189 The Agencies do not believe these revisions have a substantive effect on the operation or scope of the
final rule in comparison to the statute or proposed rule.
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Definition of “ Financial Instrument”

Section 13 of the BHC Act generally prohibits proprietary trading, whichis
defined in section 13(h)(4) to mean engaging as principal for the trading account in any
purchase or sale of any security, any derivative, any contract of sale of acommodity for
future delivery, any option on any such security, derivative, or contract, or any other
security or financial instruments that the Agencies may, by rule, determine.*™® The
proposed rule defined the term “ covered financial position” to reference the instruments
listed in section 13(h)(4), including: (i) a security, including an option on a security; (ii) a
derivative, including an option on aderivative; or (iii) a contract of sale of acommodity
for future delivery, or an option on such a contract.'”* To provide additional clarity, the
proposed rule also provided that, consistent with the statute, any position that isitself a
loan, a commodity, or foreign exchange or currency was not a covered financial
position.”

The proposal aso defined a number of other terms used in the definition of covered
financial position, including commodity, derivative, loan, and security.}”® These terms
were generally defined by reference to the federal securities laws or the Commodity
Exchange Act because these existing definitions are generally well-understood by market
participants and have been subject to extensive interpretation in the context of securities,

commodities, and derivatives trading.

170 See 12 U.S.C. 1851(h)(4).

1" see proposed rule § _.3(c)(3)(i).

172 See proposed rule § _.3(c)(3)(ii).

1% Seeproposed rule § _.2(1), (), (w); § __.3(c)(1) and (2).
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As noted above, the proposed rule included derivatives within the definition of
covered financial position. Derivative was defined to include any swap (asthat termis
defined in the Commodity Exchange Act) and security-based swap (asthat termis
defined in the Exchange Act), in each case as further defined by the CFTC and SEC by
joint regulation, interpretation, guidance, or other action, in consultation with the Board
pursuant to section 712(d) of the Dodd-Frank Act.*"* The proposed rule also included
within the definition of derivative certain other transactions that, although not included
within the definition of swap or security-based swap, also appear to be, or operatein
economic substance as, derivatives, and which if not included could permit banking
entities to engage in proprietary trading that is inconsistent with the purpose of section 13
of the BHC Act. Specifically, the proposed definition also included: (i) any purchase or
sale of anonfinancial commodity for deferred shipment or delivery that isintended to be
physically settled; (ii) any foreign exchange forward or foreign exchange swap (as those

175

terms are defined in the Commaodity Exchange Act);™" (iii) any agreement, contract, or

transaction in foreign currency described in section 2(c)(2)(C)(i) of the Commodity

Exchange Act;*™ (iv) any agreement, contract, or transactionsin acommodity other than

foreign currency described in section 2(c)(2)(D)(i) of the Commodity Exchange Act;*”’

and (v) any transactions authorized under section 19 of the Commodity Exchange Act.*™

In addition, the proposed rule excluded from the definition of derivative (i) any

1 See 7 U.S.C. 1a(47) (defining “swap”); 15 U.S.C. 78c(a)(68) (defining “security-based swap”).
1% 7U.S.C. 1a(24), (25).

76 7 U.S.C. 2(c)(2)(C)(i).

" 7U.S.C. 2(c)(2)(D)(i).

8 7U.S.C.23.

=

1

3
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consumer, commercial, or other agreement, contract, or transaction that the CFTC and
SEC have further defined by joint regulation, interpretation, guidance, or other action as
not within the definition of swap or security-based swap, and (ii) any identified banking
product, as defined in section 402(b) of the Legal Certainty for Bank Products Act of
2000 (7 U.S.C. 27(b)), that is subject to section 403(a) of that Act (7 U.S.C. 27a(a)).
Commenters expressed a variety of views regarding the definition of covered
financial position, aswell as other defined terms used in that definition. For instance,
some commenters argued that the definition should be expanded to include transactions
in spot commodities or foreign currency, even though those instruments are not included
by the statute.’”® Other commenters strongly supported the exclusion of spot commodity
and foreign currency transactions as consistent with the statute, arguing that these
instruments are part of the traditional business of banking and do not represent the types
of instruments that Congress designed section 13 to address. These commenters argued
that including spot commaodities and foreign exchange within the definition of covered
financia position in the final rule would put U.S. banking entities at a competitive

180 One

disadvantage and prevent them from conducting routine banking operations.
commenter argued that the proposed definition of covered financial position was
effective and recommended that the definition should not be expanded.’®* Another

commenter argued that an instrument be considered to be a spot foreign exchange

transaction, and thus not a covered financial position, if it settles within 5 days of

1 gee Sens. Merkley & Levin (Feb. 2012); Public Citizen; Occupy.

180 See Northern Trust; Morgan Stanley; JPMC; Credit Suisse (Seidel); Am. Express; See also AFR et al.
(Feb. 2012) (arguing that the final rule should explicitly exclude “spot” commodities and foreign
exchange).

181 gee Alfred Brock.



purchase.'® Another commenter argued that covered financial positions used in
interaffiliate transactions should expressly be excluded because they are used for internal
risk management purposes and not for proprietary trading.*®

Some commenters requested that the final rule exclude additional instruments from
the definition of covered financial position. For instance, some commenters requested
that the Agencies exclude commodity and foreign exchange futures, forwards, and swaps,
arguing that these instruments typically have a commercial and not financial purpose and
that making them subject to the prohibitions of section 13 would negeatively affect the
spot market for these instruments.*® A few commenters also argued that foreign
exchange swaps and forwards are used in many jurisdictionsto provide U.S. dollar-
funding for foreign banking entities and that these instruments should be excluded since
they contribute to the stability and liquidity of the market for spot foreign exchange.*®®
Other commenters contended that foreign exchange swaps and forwards should be
excluded because they are an integral part of banking entities' ability to provide trust and
custody services to customers and are necessary to enable banking entitiesto deal in the
exchange of currencies for customers.*®

One commenter argued that the inclusion of certain instruments within the definition

of derivative, such as purchases or sales of nonfinancial commaodities for deferred

182 Spe Credit Suisse (Seidel).

183 See GE (Feb. 2012).

184 see JIPMC; BOA; Citigroup (Feb. 2012).

185 See Govt. of Japan/Bank of Japan; Japanese Bankers Assn.; See also Norinchukin.
18 gee Northern Trust; Citigroup (Feb. 2012).
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shipment or delivery that are intended to be physically settled, was inappropriate.’®” This
commenter alleged that these instruments are not derivatives but should instead be
viewed as contracts for purchase of specific commodities to be delivered at afuture date.
This commenter also argued that the Agencies do not have authority under section 13 to
include these instruments as “ other securities or financial instruments’ subject to the
prohibition on proprietary trading.*®

Some commenters aso argued that, because the CFTC and SEC had not yet finalized
their definitions of swap and security-based swap, it was inappropriate to use those

definitions as part of the proposed definition of derivative.'®

One commenter argued that
the definition of derivative was effective, although this commenter argued that the fina
rule should not cross-reference the definition of swap and security-based swap under the
federal commodities and securities laws.™®

After carefully considering the comments received on the proposal, the final rule
continues to apply the prohibition on proprietary trading to the same types of instruments
as listed in the statute and the proposal, which the final rule defines as “financial
instrument.” Under the final rule, afinancia instrument is defined as: (i) a security,

191

including an option on a security; ™ (ii) a derivative, including an option on a derivative,

or (iii) a contract of sale of acommaodity for future delivery, or option on a contract of

187 See SIFMA et al. (Prop.Trading) (Feb. 2012).

18 Seeid.

189 See SIFMA et al. (Prop.Trading) (Feb. 2012); ISDA (Feb. 2012).
1% see Alfred Brock.

% The definition of security under the final rule is the same as under the proposal. Seefinal rule§ __.2(y).
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sale of acommodity for future delivery.® Thefinal rule excludes from the definition of
financial instrument: (i) aloan;** (ii) a commodity that is not an excluded commodity
(other than foreign exchange or currency), a derivative, a contract of sale of acommaodity
for future delivery, or an option on a contract of sale of acommaodity for future delivery;
or (iii) foreign exchange or currency.’®* An excluded commodity is defined to have the
same meaning as in section 1a(19) of the Commodity Exchange Act.

The Agencies continue to believe that these instruments and transactions, which
are consistent with those referenced in section 13(h)(4) of the BHC Act as part of the
statutory definition of proprietary trading, represent the type of financial instruments
which the proprietary trading prohibition of section 13 was designed to cover. While
some commenters requested that this definition be expanded to include spot
transactions™ or loans™, the Agencies do not believe that it is appropriate at thistime to

expand the scope of instruments subject to the ban on proprietary trading.®” Similarly,

while some commenters requested that certain other instruments, such as foreign

192 Seefinal rule§ _.3(c)(1).

198 The definition of loan, as well as comments received regarding that definition, is discussed in detail
below in Part 1V.B.1.c.8.a

194 Seefina rule§ __.3(c)(2).
1% See Sens. Merkley & Levin (Feb. 2012); Public Citizen; Occupy.
1% See Occupy.

197 Several commenters supported the exclusion of spot commodity and foreign currency transactions as
consistent with the statute. See Northern Trust; Morgan Stanley; State Street (Feb. 2012); JIPMC; Credit
Suisse (Seidel); Am. Express; See also AFR et al. (Feb. 2012) (arguing that the final rule should explicitly
exclude “spot” commaodities and foreign exchange). One commenter stated that the proposed definition
should not be expanded. See Alfred Brock. With respect to the exclusion for loans, the Agencies note this
is generally consistent with the rule of statutory construction regarding the sale and securitization of loans.
See 12 U.S.C. 1851(9)(2).
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exchange swaps and forwards, be excluded from the definition of financial instrument,**®

the Agencies believe that these instruments appear to be, or operate in economic
substance as, derivatives (which are by statute included within the scope of instruments
subject to the prohibitions of section 13). If these instruments were not included within
the definition of financia instrument, banking entities could use them to engage in
proprietary trading that is inconsistent with the purpose and design of section 13 of the
BHC Act.

As under the proposal, loans, commodities, and foreign exchange or currency are
not included within the scope of instruments subject to section 13. The exclusion of these
types of instrumentsis intended to eliminate potential confusion by making clear that the
purchase and sale of loans, commodities, and foreign exchange or currency — none of
which are referred to in section 13(h)(4) of the BHC Act — are outside the scope of
transactions to which the proprietary trading restrictions apply. For example, the spot
purchase of acommodity would meet the terms of the exclusion, but the acquisition of a
futures position in the same commodity would not qualify for the exclusion.

The final rule also adopts the definitions of security and derivative as proposed.
% These definitions, which reference existing definitions under the federal securities
and commodities laws, are generally well-understood by market participants and have
been subject to extensive interpretation in the context of securities and commodities
trading activities. While some commenters argued that it would be inappropriate to use

the definition of swap and security-based swap because those terms had not yet been

1% gee JIPMC; BAC; Citigroup (Feb. 2012); Govt. of Japan/Bank of Japan; Japanese Bankers Assn.;
Northern Trust; See also Norinchukin.

1% Seefinal rule 88 __2(h), (y)-
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finalized pursuant to public notice and comment,?® the CFTC and SEC have
subsequently finalized those definitions after receiving extensive public comment on the
rulemakings.®® The Agencies believe that this notice and comment process provided
adequate opportunity for market participants to comment on and understand those terms,
and as such they are incorporated in the definition of derivative under thisfina rule.

While some commenters requested that foreign exchange swaps and forwards be
excluded from the definition of derivative or financial instrument, the Agencies have not
done so for the reasons discussed above. However, as explained below in Part IV.A.1.d.,
the Agencies note that to the extent a banking entity purchases or sells aforeign exchange
forward or swap, or any other financial instrument, in a manner that meets an exclusion
from proprietary trading, that transaction would not be considered to be proprietary
trading and thus would not be subject to the requirements of section 13 of the BHC Act
and thefinal rule. Thisincludes, for instance, the purchase or sale of afinancial
instrument by a banking entity acting solely as agent, broker, or custodian, or the
purchase or sale of asecurity as part of a bonafide liquidity management plan.

Proprietary Trading Exclusions

The proposed rule contained four exclusions from the definition of trading
account for categories of transactions that do not fall within the scope of section 13 of the
BHC Act because they do not involve short-term trading activities subject to the statutory

prohibition on proprietary trading. These exclusions covered the purchase or sale of a

20 See SIFMA et al. (Prop.Trading) (Feb. 2012); ISDA (Feb. 2012).

2! See CFTC and SEC, Further Definition of “ Swap,” “ Security-Based Swap,” and “Security-Based Swap
Agreement” ; Mixed swaps; Security Based Svap Agreement Recordkeeping, 78 FR 48,208 (Aug. 13,
2012).
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financia instrument under certain repurchase and reverse repurchase agreements and
securities lending arrangements, for bona fide liquidity management purposes, and by a
clearing agency or derivatives clearing organization in connection with clearing

activities.

As discussed below, the final rule provides exclusions for the purchase or sale of a
financia instrument under certain repurchase and reverse repurchase agreements and
securities lending agreements; for bona fide liquidity management purposes; by certain
clearing agencies, derivatives clearing organizations in connection with clearing
activities; by amember of aclearing agency, derivatives clearing organization, or
designated financial market utility engaged in excluded clearing activities; to satisfy
existing delivery obligations; to satisfy an obligation of the banking entity in connection
with ajudicial, administrative, self-regulatory organization, or arbitration proceeding;
solely as broker, agent, or custodian; through a deferred compensation or similar plan;
and to satisfy a debt previously contracted. After considering comments on these issues,
which are discussed in more detail below, the Agencies believe that providing clarifying
exclusions for these non-proprietary activities will likely promote more cost-effective
financia intermediation and robust capital formation. Overly narrow exclusions for these
activities would potentially increase the cost of core banking services, while overly broad
exclusions would increase the risk of allowing the types of trades the statute was
designed to prohibit. The Agencies considered these issuesin determining the
appropriate scope of these exclusions. Because the Agencies do not believe these
excluded activities involve proprietary trading, as defined by the statute and the final rule,

the Agencies do not believe it is necessary to use our exemptive authority in section
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13(d)(1)(J) of the BHC Act to deem these activities aform of permitted proprietary
trading.

1 Repurchase and reverse repurchase arrangements and securities lending

The proposed rule’ s definition of trading account excluded an account used to
acquire or take one or more covered financial positions that arise under (i) arepurchase
or reverse repurchase agreement pursuant to which the banking entity had simultaneously
agreed, in writing at the start of the transaction, to both purchase and sell a stated asset, at

stated prices, and on stated dates or on demand with the same counterparty,

or (ii) a
transaction in which the banking entity lends or borrows a security temporarily to or from
another party pursuant to a written securities lending agreement under which the lender
retains the economic interests of an owner of such security and has the right to terminate
the transaction and to recall the loaned security on terms agreed to by the parties.”®
Positions held under these agreements operate in economic substance as a secured |oan
and are not based on expected or anticipated movements in asset prices. Accordingly,

these types of transactions do not appear to be of the type the statutory definition of

trading account was designed to cover.?*

22 See proposed rule § __.3(b)(2)(iii)(A).

203 Seeproposed rule § _.3(b)(2)(iii)(B). The language that described securities lending transactionsin
the proposed rule generally mirrored that contained in Rule 3a5-3 under the Exchange Act. See 17 CFR
240.385-3.

204 See Joint Proposal, 76 FR at 68,862.
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Several commenters expressed support for these exclusions and requested that the
Agencies expand them.”® For example, one commenter requested clarification that all

206

types of repurchase transactions qualify for the exclusion.”” Some commenters

requested expanding this exclusion to cover all positions financed by, or transactions

207 Other commenters

related to, repurchase and reverse repurchase agreements.
requested that the exclusion apply to all transactions that are analogous to extensions of
credit and are not based on expected or anticipated movements in asset prices, arguing
that the exclusion would be too limited in scope to achieve its objective if it is based on
the legal form of the underlying contract.”®® Additionally, some commenters suggested
expanding the exclusion to cover transactions that are for funding purposes, including
prime brokerage transactions, or for the purpose of asset-liability management.?®
Commenters also recommended expanding the exclusion to include re-hypothecation of

customer securities, which can produce financing structures that, like a repurchase

agreement, are functionally loans.?*°

In contrast, other commenters argued that there was no statutory or policy

justification for excluding repurchase and reverse repurchase agreements from the trading

%5 gee generally ABA (Keating); Alfred Brock; Citigroup (Feb. 2012); GE (Feb. 2012); Goldman (Prop.
Trading); ICBA; Japanese Bankers Assn.; JPMC; Norinchukin; RBC; RMA; SIFMA et al. (Prop.Trading)
(Feb. 2012); State Street (Feb. 2012); T. Rowe Price; UBS; Wells Fargo (Prop. Trading). Seeinfra Part
IV.A.d.10. for the discussion of commenters' requests for additional exclusions from the trading account.

26 See SIFMA et al. (Prop.Trading) (Feb. 2012).
27 SeeFIA; SIFMA et al. (Prop.Trading) (Feb. 2012).
28 gee Goldman (Prop. Trading); JPMC; UBS.

299 gee Goldman (Prop. Trading); UBS. For example, one commenter suggested that fully collateralized
swap transactions should be exempted from the definition of trading account because they serve as funding
transactions and are economically similar to repurchase agreements. See SIFMA et al. (Prop.Trading)
(Feb. 2012).

2% gee Goldman (Prop. Trading).
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account, and requested that this exclusion be removed from the final rule®* Some of
these commenters argued that repurchase agreements could be used for prohibited
proprietary trading”? and suggested that, if repurchase agreements are excluded from the
trading account, documentation detailing the use of liquidity derived from repurchase
agreements should be required.?® These commenters suggested that unless the liquidity
is used to secure a position for awilling customer, repurchase agreements should be
regarded as a strong indicator of proprietary trading.”** Asan alternative, commenters
suggested that the Agencies instead use their exemptive authority pursuant to section
13(d)(1)(J) of the BHC Act to permit repurchase and reverse repurchase transactions so
that such transactions must comply with the statutory limits on material conflicts of
interests and high-risks assets and trading strategies, and compliance requirements under
the final rule® These commenters urged the Agencies to specify permissible collateral
types, haircuts, and contract terms for securities lending agreements and require that the
investment of proceeds from securities lending transactions be limited to high-quality

liquid assets in order to limit potential risks of these activities.?*®

After considering the comments received, the Agencies have determined to
exclude repurchase and reverse repurchase agreements and securities lending agreements

from the definition of proprietary trading under the final rule. The final rule defines these

21 see AFR et al. (Feb. 2012); Occupy; Public Citizen; Sens. Merkley & Levin (Feb. 2012).
%2 see AFR et al. (Feb. 2012).

213 gee Public Citizen.

214 gee Public Citizen.

25 See AFR et al. (Feb. 2012); Occupy.

218 See AFR et al. (Feb. 2012); Occupy.
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terms subject to the same conditions as were in the proposal. This determination
recognizes that repurchase and reverse repurchase agreements and securities lending
agreements excluded from the definition operate in economic substance as secured loans
and do not in normal practice represent proprietary trading.”*’ The Agencieswill,
however, monitor these transactions to ensure this exclusion is not used to engage in
prohibited proprietary trading activities.

To avoid evasion of the rule, the Agencies note that, in contrast to certain

commenters requests,**®

only the transactions pursuant to the repurchase agreement,
reverse repurchase agreement, or securities lending agreement are excluded. For
example, the collateral or position that is being financed by the repurchase or reverse
repurchase agreement is not excluded and may involve proprietary trading. The
Agencies further note that if a banking entity uses a repurchase or reverse repurchase
agreement to finance a purchase of afinancia instrument, other transactions involving
that financial instrument may not qualify for this exclusion.® Similarly, short positions
resulting from securities lending agreements cannot rely upon this exclusion and may
involve proprietary trading.

Additionally, the Agencies have determined not to exclude all transactions, in

whatever legal form that may be construed to be an extension of credit, as suggested by

27 Congress recognized that repurchase agreements and securities lending agreements are loans or
extensions of credit by including them in the legal lending limit. See Dodd—Frank Act section 610
(amending 12 U.S.C. 84b). The Agencies believe the conditions of the final rule’s exclusions for
repurchase agreements and securities lending agreements identify those activities that do not in normal
practice represent proprietary trading and, thus, the Agencies decline to provide additional requirements for
these activities, as suggested by some commenters. See Public Citizen; AFR et al. (Feb. 2012); Occupy.

218 See Goldman (Prop. Trading); JPMC; UBS.
%19 See CFTC Proposal, 77 FR at 8348.



commenters, because such a broad exclusion would be too difficult to assess for
compliance and would provide significant opportunity for evasion of the prohibitionsin

section 13 of the BHC Act.
2. Liquidity management activities

The proposed definition of trading account excluded an account used to acquire or
take a position for the purpose of bona fide liquidity management, subject to certain
requirements.”® The preamble to the proposed rule explained that bona fide liquidity
management seeks to ensure that the banking entity has sufficient, readily-marketable
assets available to meet its expected near-term liquidity needs, not to realize short-term

profit or benefit from short-term price movements.?

To curb abuse, the proposed rule required that a banking entity acquire or take a
position for liquidity management in accordance with a documented liquidity

management plan that meets five criteria®®

Moreover, the Agencies stated in the
preambl e that liquidity management positions that give rise to appreciable profits or
losses as aresult of short-term price movements would be subject to significant Agency
scrutiny and, absent compelling explanatory facts and circumstances, would be

considered proprietary trading.”*

20 Seeproposed rule § _.3(b)(2)(iii)(C).

221 Id

222 geeproposed rule § _.3(b)(2)(iii)(C)(1)-(5).
223 See Joint Proposal, 76 FR at 68,862.
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The Agencies received a number of comments regarding the exclusion. Many
commenters supported the exclusion of liquidity management activities from the
definition of trading account as appropriate and necessary. At the same time, some
commenters expressed the view that the exclusion was too narrow and should be replaced
with a broader exclusion permitting trading activity for asset-liability management
(“ALM”). Commenters argued that two aspects of the proposed rule’'s definition of
“trading account” would cause ALM transactionsto fall within the prohibition on
proprietary trading — the 60-day rebuttable presumption and the reference to the market
risk rule trading account.?* For example, commenters expressed concern that hedging
transactions associated with a banking entity’ s residential mortgage pipeline and
mortgage servicing rights, and managing credit risk, earnings at risk, capital, asset-
liability mismatches, and foreign exchange risks would be among positions that may be
held for 60 days or less.?®> These commenters contended that the exclusion for liquidity
management and the activity exemptions for risk-mitigating hedging and trading in U.S.
government obligations would not be sufficient to permit awide variety of ALM
activities.?®® These commenters contended that prohibiting trading for ALM purposes

would be contrary to the goals of enhancing sound risk management, the safety and

24 gee ABA (Keating); BoA; CH/ABASA; JPMC. See supra Part IV.A.1.b. (discussing the rebuttable
presumption under § 3.(b)(2) of the final rule); See also supra Part IV.A.1.a. (discussing the market risk
rule trading account under 8 3.(b)(1)(ii) of the final rule).

25 gee CH/IABASA; Wells Fargo (Prop. Trading).

26 gee CH/ABASA; JPMC; State Street (Feb. 2012); Wells Fargo (Prop. Trading). See also
BaFin/Deutsche Bundesbank.
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227

soundness of banking entities, and U.S. financial stability,”" and would limit banking

entities’ ability to manage liquidity.”®

Some commenters argued that the requirements of the exclusion would not
provide a banking entity with sufficient flexibility to respond to liquidity needs arising

from changing economic conditions.?

Some commenters argued the requirement that
any position taken for liquidity management purposes be limited to the banking entity’s
near-term funding needs failed to account for longer-term liquidity management
requirements.”* These commenters further argued that the requirements of the liquidity
management exclusion might not be synchronized with the Basel 111 framework,

particularly with respect to the liquidity coverageratio if “near-term” is considered less

than 30 days.”**

Commenters also requested clarification on a number of other issues regarding the
exclusion. For example, one commenter requested clarification that purchases and sales
of U.S. registered mutual funds sponsored by a banking entity would be permissible.*?
Another commenter requested clarification that the deposits resulting from providing

custodia servicesthat are invested largely in high-quality securitiesin conformance with

the banking entity’s ALM policy would not be presumed to be “ short-term trading” under

227 e BoA; JPMC; RBC.

28 e ABA (Keating); Allen & Overy (on behalf of Canadian Banks); JPMC; NAIB et al.; State Street
(Feb. 2012); T. Rowe Price.

%2 See ABA (Keating); CH/ABASA; JPMC.

0 See ABA (Keating); BoA; CH/ABASA; JPMC.

%1 gee ABA (Keating); Allen & Overy (on behalf of Canadian Banks); BoA; CH/ABASA
%2 e T. Rowe Price.
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the final rule®®®* Commenters also urged that the final rule not prohibit interaffiliate

transactions essential to the ALM function.?**

In contrast, other commenters supported the liquidity management exclusion
criteria® and suggested tightening these requirements. For example, one commenter
recommended that the rule require that investments made under the liquidity management

exclusion consist only of high-quality liquid assets.**®

Other commenters argued that the
exclusion for liquidity management should be eliminated.>*” One commenter argued that
there was no need to provide a special exemption for liquidity management or ALM

activities given the exemptions for trading in government obligations and risk-mitigating

hedging activities.**®

After carefully reviewing the comments received, the Agencies have adopted the
proposed exclusion for liquidity management with several important modifications. As
limited below, liquidity management activity serves the important prudential purpose,

recognized in other provisions of the Dodd-Frank Act and in rules and guidance of the

%3 See State Street (Feb. 2012).

2% See State Street (Feb. 2012); PMC. See aso Part IV.A.1.d.10. (discussing commenter requests to
exclude inter-affiliate transactions).

%5 See AFR et al. (Feb. 2012); Occupy.

%% gee Occupy.

57 See Sens. Merkley & Levin (Feb. 2012).
28 See Sens. Merkley & Levin (Feb. 2012).
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Agencies, of ensuring banking entities have sufficient liquidity to manage their short-

term liquidity needs.”

To ensure that this exclusion is not misused for the purpose of proprietary trading,
the final rule imposes a number of requirements. First, the liquidity management plan of
the banking entity must be limited to securities (in keeping with the liquidity
management requirements proposed by the Federal banking agencies) and specifically
contemplate and authorize the particular securities to be used for liquidity management
purposes; describe the amount, types, and risks of securities that are consistent with the
entity’ s liquidity management; and the liquidity circumstances in which the particular
securities may or must be used.?*® Second, any purchase or sale of securities
contemplated and authorized by the plan must be principally for the purpose of managing
the liquidity of the banking entity, and not for the purpose of short-term resale,
benefitting from actual or expected short-term price movements, realizing short-term
arbitrage profits, or hedging a position taken for such short-term purposes. Third, the
plan must require that any securities purchased or sold for liquidity management purposes
be highly liquid and limited to instruments the market, credit and other risks of which the

banking entity does not reasonably expect to give rise to appreciable profits or lossesas a

29 gee section 165(b)(1)(A)(ii) of the Dodd-Frank Act; Enhanced Prudential Standards, 77 FR 644 at 645
(Jan. 5, 2012), available at http://www.gpo.gov/fdsys/pka/FR-2012-01-05/pdf/2011-33364.pdf; See also
Enhanced Prudential Standards, 77 FR 76,678 at 76,682 (Dec. 28, 2012), available at
http://www.gpo.gov/fdsys/pkg/FR-2012-12-28/pdf/2012-30734.pdf.

20 To ensure sufficient flexibility to respond to liquidity needs arising from changing economic times, a
banking entity should envision and address arange of liquidity circumstancesin its liquidity management
plan, and provide a mechanism for periodically reviewing and revising the liquidity management plan.
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result of short-term price movements.*** Fourth, the plan must limit any securities
purchased or sold for liquidity management purposes to an amount that is consistent with
the banking entity’ s near-term funding needs, including deviations from normal
operations of the banking entity or any affiliate thereof, as estimated and documented
pursuant to methods specified in the plan.?*? Fifth, the banking entity must incorporate
into its compliance program internal controls, analysis and independent testing designed
to ensure that activities undertaken for liquidity management purposes are conducted in
accordance with the requirements of the final rule and the entity’ s liquidity management
plan. Finally, the plan must be consistent with the supervisory requirements, guidance
and expectations regarding liquidity management of the Agency responsible for

regulating the banking entity.

The final rule retains the provision that the financial instruments purchased and
sold as part of aliquidity management plan be highly liquid and not reasonably expected
to give rise to appreciable profits or losses as aresult of short-term price movements.
This requirement is consistent with the Agencies' expectation for liquidity management

plansin the supervisory context. Itis not intended to prevent firms from recognizing

21 The requirement to use highly liquid instruments is consistent with the focus of the clarifying exclusion
on abanking entity’s near-term liquidity needs. Thus, the final rules do not include commenters’ suggested
revisions to this requirement. See Clearing House Assn.; See also Occupy; Sens. Merkley & Levin (Feb.
2012). The Agencies declineto identify particular types of securities that will be considered highly liquid
for purposes of the exclusion, as requested by some commenters, in recognition that such a determination
will depend on the facts and circumstances. See T. Rowe Price; State Street (Feb. 2012).

#2 The Agencies plan to construe “ near-term funding needs’ in amanner that is consistent with the laws,
regulations, and issuances related to liquidity risk management. See, e.g., Liquidity Coverage Ratio:
Liquidity Risk Measurement, Standards, and Monitoring, 78 FR 71,818 (Nov. 29, 2013); Basel Committee
on Bank Supervision, Basel 111: The Liquidity Coverage Ratio and Liquidity Risk Management Tools
(January 2013) available at http://www.bis.org/publ/bcbs?238.htm. The Agencies believe this should help
address commenters’ concerns about the proposed requirement. See, e.g., ABA (Keating); Allen & Overy
(on behalf of Canadian Banks); CH/ABASA; BoA; JPMC.
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profits (or losses) on instruments purchased and sold for liquidity management purposes.
Instead, this requirement isintended to underscore that the purpose of these transactions
must be liquidity management. Thus, the timing of purchases and sales, the types and
duration of positions taken and the incentives provided to managers of these purchases
and sales must al indicate that managing liquidity, and not taking short-term profits (or

[imiting short-term losses), is the purpose of these activities.

The exclusion as adopted does not apply to activities undertaken with the stated
purpose or effect of hedging aggregate risks incurred by the banking entity or its affiliates
related to asset-liability mismatches or other general market risks to which the entity or
affiliates may be exposed. Further, the exclusion does not apply to any trading activities
that expose banking entities to substantial risk from fluctuations in market values,
unrelated to the management of near-term funding needs, regardless of the stated purpose

of the activities.?®

Overall, the Agencies do not believe that the final rule will stand as an obstacle to
or otherwise impair the ability of banking entities to manage the risks of their businesses
and operate in a safe and sound manner. Banking entities engaging in bonafide liquidity
management activities generally do not purchase or sell financial instruments for the
purpose of short-term resale or to benefit from actual or expected short-term price

movements. The Agencies have determined, in contrast to certain commenters’ requests,

3 See eg., STAFFOF S. COMM. ON HOMELAND SEC. & GOVERNMENTAL AFFAIRS PERMANENT
SUBCOMM. ON INVESTIGATIONS, 113TH CONG., REPORT: JPMORGAN CHASE WHALE TRADES: A CASE
HISTORY OF DERIVATIVES RISKSAND ABUSES (Apr. 11, 2013), available at
http://mww.hsgac.senate.gov/download/report-jpmorgan-chase-whal e-trades-a-case-history-of -derivatives-
risks-and-abuses-march-15-2013.
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not to expand this liquidity management provision to broadly allow asset-liability
management, earnings management, or scenario hedging.?** To the extent these activities
are for the purpose of profiting from short-term price movements or to hedge risks not
related to short-term funding needs, they represent proprietary trading subject to section
13 of the BHC Act and the final rule; the activity would then be permissible only if it
meets all of the requirements for an exemption, such as the risk-mitigating hedging
exemption, the exemption for trading in U.S. government securities, or another

exemption.
3. Transactions of derivatives clearing organizations and clearing agencies

A banking entity that is a central counterparty for clearing and settlement
activities engages in the purchase and sale of financial instruments as an integral part of
clearing and settling those instruments. The proposed definition of trading account
excluded an account used to acquire or take one or more covered financial positions by a
derivatives clearing organization registered under the Commodity Exchange Act or a
clearing agency registered under the Securities Exchange Act of 1934 in connection with
clearing derivatives or securities transactions.** The preamble to the proposed rule noted
that the purpose of these transactionsis to provide a clearing service to third parties, not

to profit from short-term resale or short-term price movements.**®

# See, eg., ABA (Keating); BoA; CH/ABASA; JPMC.
25 see proposed rule § __.3(b)(2)(iii)(D).
2% See Joint Proposal, 76 FR at 68,863.

72



Several commenters supported the proposed exclusion for derivatives clearing
organizations and urged the Agencies to expand the exclusion to cover a banking entity’s
clearing-related activities, such as clearing a trade for a customer, trading with a
clearinghouse, or accepting positions of a defaulting member, on grounds that these
activities are not proprietary trades and reduce systemic risk.?*” One commenter
recommended expanding the exclusion to non-U.S. central counterparties®® In contrast,
one commenter argued that the exclusion for derivatives clearing organizations and
clearing agencies had no statutory basis and should instead be a permitted activity under

section 13(d)(1)(J).%*

After considering the comments received, the final rule retains the exclusion for

purchases and sales of financia instruments by a banking entity that is a clearing agency

or derivatives clearing organization in connection with its clearing activities.*® In

response to comments,”*

the Agencies have aso incorporated two changes to the rule.
First, the final rule applies the exclusion to the purchase and sale of financial instruments

by abanking entity that is a clearing agency or derivatives clearing organization in

27 See Allen & Overy (Clearing); Goldman (Prop. Trading); SIFMA et al. (Prop.Trading) (Feb. 2012);
State Street (Feb. 2012).

%8 See |IB/EBF.
29 gee Sens. Merkley & Levin (Feb. 2012).

%0 «Clearing agency” isdefined in the final rule with reference to the definition of thistermin the
Exchange Act. Seefinal rule§ __.3(e)(2). “Derivatives clearing organization” isdefined in the final rule
as (i) aderivatives clearing organization registered under section 5b of the Commaodity Exchange Act;

(ii) a derivatives clearing organization that, pursuant to CFTC regulation, is exempt from the registration
requirements under section 5b of the Commodity Exchange Act; or (iii) aforeign derivatives clearing
organization that, pursuant to CFTC regulation, is permitted to clear for aforeign board of tradethat is
registered with the CFTC.

#! See |IB/EBF; BNY Mellon et al.; SIFMA et al. (Prop.Trading) (Feb. 2012); Allen & Overy (Clearing);
Goldman (Prop. Trading).
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connection with clearing financial instrument transactions. Second, in response to

comments, >

the exclusion in the final ruleis not limited to clearing agencies or
derivatives clearing organizations that are subject to SEC or CFTC registration
requirements and, instead, certain foreign clearing agencies and foreign derivatives
clearing organizations will be permitted to rely on the exclusion if they are banking

entities.

The Agencies believe that clearing and settlement activity is not designed to
create short-term trading profits. Moreover, excluding clearing and settlement activities
prevents the final rule from inadvertently hindering the Dodd—Frank Act’s goal of
promoting central clearing of financial transactions. The Agencies have narrowly
tailored this exclusion by allowing only central counterpartiesto useit and only with

respect to their clearing and settlement activity.

4. Excluded clearing-related activities of clearinghouse members

In addition to the exclusion for trading activities of a derivatives clearing
organization or clearing agency, some commenters requested an additional exclusion
from the definition of “trading account” for clearing-related activities of members of
these entities.®® These commenters noted that the proposed definition of “trading

account” provides an exclusion for positions taken by registered derivatives clearing

%2 See |IB/EBF; Allen & Overy (Clearing).

23 See SIFMA et al. (Prop.Trading) (Feb. 2012); Allen & Overy (Clearing); Goldman (Prop. Trading);
State Street (Feb. 2012).
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organizations and registered clearing agencies™* and requested a corresponding exclusion
for certain clearing-related activities of banking entities that are members of a clearing
agency or members of a derivatives clearing organization (collectively, “clearing

members’).?>

Several commenters argued that certain aspects of the clearing process may
require a clearing member to engage in principal transactions. For example, some
commenters argued that a clearinghouse’ s default management process may require
clearing members to take positions in financial instruments upon default of another
clearing member.?® According to commenters, default management processes can
involve: (i) collection of initial and variation margin from customers under an “agency
model” of clearing; (ii) porting, where a defaulting clearing member’ s customer positions
and margin are transferred to another non-defaulting clearing member;?’ (iii) hedging,
where the clearing house looks to clearing members and third parties to enter into risk-
reducing transactions and to flatten the market risk associated with the defaulting clearing
member’ s house positions and non-ported customer positions; (iv) unwinding, where the
defaulting member’ s open positions may be allocated to other clearing members,

affiliates, or third parties pursuant to amandatory auction process or forced allocation;?®

%% See proposed rule §__.3(b)(2)(iii)(D).

%> See SIFMA et al. (Prop.Trading) (Feb. 2012); Allen & Overy (Clearing); Goldman (Prop. Trading);
State Street (Feb. 2012).

%6 See SIFMA et al. (Prop.Trading) (Feb. 2012); Allen & Overy (Clearing); State Street (Feb. 2012).
See also ISDA (Feb. 2012).

57 See SIFMA et al. (Prop.Trading) (Feb. 2012); Allen & Overy (Clearing).
%8 gee Allen & Overy (Clearing).
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and (v) imposing certain obligations on clearing members upon exhaustion of a guaranty

fund.>®

Commenters argued that, absent an exclusion from the definition of “trading
account,” some of these clearing-related activities could be considered prohibited
proprietary trading under the proposal. Two commenters specifically contended that the
dedler prong of the definition of “trading account” may cause certain of these activitiesto

be considered proprietary trading.?®

Some commenters suggested alternative avenues
for permitting such clearing-related activity under the rules.®®' Commenters argued that
such clearing-related activities of banking entities should not be subject to the rule
because they are risk-reducing, beneficial for the financial system, required by law under
certain circumstances (e.g., central clearing requirements for swaps and security-based

swaps under Title VII of the Dodd-Frank Act), and not used by banking entities to engage

in proprietary trading.?®?

Commenters further argued that certain activities undertaken as part of aclearing
house' s daily risk management process may be impacted by the rule, including
unwinding self-referencing transactions through a mandatory auction (e.g., where afirm

acquired credit default swap (“CDS”) protection on itself as aresult of a merger with

%9 See SIFMA et al. (Prop.Trading) (Feb. 2012).

%0 e SIFMA et al. (Prop.Trading) (Feb. 2012) (arguing that the SEC has suggested that entities that
collect margins from customers for cleared swaps may be required to be registered as broker-dealers); State
Street (Feb. 2012).

%! gee Goldman (Prop. Trading); SIFMA et al. (Prop.Trading) (Feb. 2012); ISDA (Feb. 2012).

%2 See SIFMA et al. (Prop.Trading) (Feb. 2012); Goldman (Prop. Trading); State Street (Feb. 2012); Allen
& Overy (Clearing).
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another firm)?®

and trade crossing, a mechanism employed by certain clearing houses to
ensure the accuracy of the price discovery process in the course of, among other things,

calculating settlement prices and margin requirements.*

The Agencies do not believe that certain core clearing-related activities conducted
by a clearing member, often as required by regulation or the rules and procedures of a
clearing agency, derivatives clearing organization, or designated financial market utility,
represent proprietary trading as contemplated by the statute. For example, the clearing
and settlement activities discussed above are not conducted for the purpose of profiting
from short-term price movements. The Agencies believe that these clearing-related
activities provide important benefits to the financial system.?® In particular, central

clearing reduces counterparty credit risk,?®® which can lead to a host of other benefits,

%3 gee Allen & Overy (Clearing).

%% See Allen & Overy (Clearing); SIFMA et al. (Prop.Trading) (Feb. 2012). These commenters stated
that, in order to ensure that a clearing member is providing accurate end-of-day prices for its open
positions, a clearing house may require the member to provide firm bids for such positions, which may be
tested through a“forced trade” with another member. Seeid.; Seealso ISDA (Feb. 2012).

%5 For example, Title VII of the Dodd-Frank Act mandates the central clearing of swaps and security-
based swaps, and requires that banking entities that are swap dealers, security-based swap dealers, major
Swap participants or major security-based swap participants collect variation margin from many
counterparties on adaily basis for their swap or security-based swap activity. See 7 U.S.C. 2(h); 15 U.S.C.
78c-3; 7 U.S.C. 65(¢e); 15 U.S.C. 780-10(e); Margin Requirements for Uncleared Swvaps for Svap Dealers
and Major Swap Participants, 76 FR 23,732 (Apr. 28, 2011). Additionally, the SEC’'s Rule 17Ad-
22(d)(11) requires that each registered clearing agency establish, implement, maintain and enforce policies
and procedures that set forth the clearing agency’ s default management procedures. See 17 CFR
240.17Ad-22(d)(11). Seealso Exchange Act Release No. 68,080 (Oct. 12, 2012), 77 FR 66,220, 66,283
(Nov. 2, 2012).

%6 Centralized clearing affects counterparty risk in three basic ways. First, it redistributes counterparty
risk among members through mutualization of losses, reducing the likelihood of sequential counterparty
failure and contagion. Second, margin requirements and monitoring reduce moral hazard, reducing
counterparty risk. Finaly, clearing may reallocate counterparty risk outside of the clearing agency because
netting may implicitly subordinate outside creditors' claims relative to other clearing member claims.
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including lower hedging costs, increased market participation, greater liquidity, more

efficient risk sharing that promotes capital formation, and reduced operational risk.%’

Accordingly, in response to comments, the final rule provides that proprietary
trading does not include specified excluded clearing activities by a banking entity that isa
member of a clearing agency, a member of a derivatives clearing organization, or a
member of a designated financial market utility.*® “Excluded clearing activities” is
defined in the rule to identify particular core clearing-related activities, many of which

were raised by commenters.?®

Specificaly, the final rule will exclude the following
activities by clearing members: (i) any purchase or sale necessary to correct error trades
made by or on behalf of customers with respect to customer transactions that are cleared,
provided the purchase or sale is conducted in accordance with certain regulations, rules,
or procedures; (ii) any purchase or sale related to the management of adefault or
threatened imminent default of a customer, subject to certain conditions, another clearing
member, or the clearing agency, derivatives clearing organization, or designated financial
market utility itself;>”® and (iii) any purchase or sale required by the rules or procedures

of aclearing agency, derivatives clearing organization, or designated financial market

utility that mitigates risk to such agency, organization, or utility that would result from

%7 gee Proposed Rule, Cross-Border Security-Based Swap Activities, Exchange Act Release No. 69490
(May 1, 2013), 78 FR 30,968, 31,162-31,163 (May 23, 2013).

%8 Seefina rule§ _.3(d)(5).
%9 Seefina rule§ _.3(e)(7).

210 A number of commenters discussed the default management process and requested an exclusion for
such activities. See SIFMA et al. (Prop.Trading) (Feb. 2012); Allen & Overy (Clearing); State Street (Feb.
2012). Seealso ISDA (Feb. 2012).
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the clearing by a clearing member of security-based swaps that references the member or

an affiliate of the member.?"

The Agencies are identifying specific activitiesin the rule to limit the potential for
evasion that may arise from amore generalized approach. However, the relevant
supervisory Agencies will be prepared to provide further guidance or relief, if
appropriate, to ensure that the terms of the exclusion do not limit the ability of clearing
agencies, derivatives clearing organizations, or designated financial market utilities to
effectively manage their risks in accordance with their rules and procedures. In
response to commenters requesting that the exclusion be available when a clearing
member is required by rules of a clearing agency, derivatives clearing organization, or
designated financial market utility to purchase or sell afinancial instrument as part of
establishing accurate prices to be used by the clearing agency, derivatives clearing
organization, or designated financial market utility in its end of day settlement process,?’?
the Agencies note that whether thisis an excluded clearing activity depends on the facts
and circumstances. Similarly, the availability of other exemptionsto the rule, such asthe
market-making exemption, depend on the facts and circumstances. This exclusion applies
only to excluded clearing activities of clearing members. It does not permit a banking
entity to engage in proprietary trading and claim protection for that activity because

trades are cleared or settled through a central counterparty.

21 gee Allen & Overy (Clearing) (discussing rules that require unwinding self-referencing transactions
through a mandatory auction (e.g., where afirm acquired CDS protection on itself as aresult of a merger
with another firmy).

%2 gee Allen & Overy (Clearing); SIFMA et al. (Prop.Trading) (Feb. 2012); See also ISDA (Feb. 2012).
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5. Satisfying an existing delivery obligation

A few commenters requested additional or expanded exclusions from the
definition of “trading account” for covering short sales or failuresto deliver.>”® These
commenters alleged that a banking entity engages in this activity for purposes other than
to benefit from short term price movements and that it is not proprietary trading as
defined in the statute. In response to these comments, the final rule providesthat a
purchase or sale by abanking entity that satisfies an existing delivery obligation of the
banking entity or its customers, including to prevent or close out afailure to deliver, in

connection with delivery, clearing, or settlement activity is not proprietary trading.

Among other things, this exclusion will allow a banking entity that is an SEC-
registered broker-dealer to take action to address failures to deliver arising from its own
trading activity or the trading activity of its customers.”* In certain circumstances, SEC-
registered broker-dealers are required to take such action under SEC rules.?” In addition,
buy-in procedures of a clearing agency, securities exchange, or national securities
association may require a banking entity to deliver securitiesif a party with afail to

276

receive position takes certain action.””> When a banking entity purchases securitiesto

23 See SIFMA et al. (Prop.Trading) (Feb. 2012); Goldman (Prop. Trading).

2" |n order to qualify for this exclusion, a banking entity’s principal trading activity that resultsin its own
failure to deliver must have been conducted in compliance with these rules.

2% See eg., 17 CFR 242.204 (requiring, among other things, that a participant of aregistered clearing
agency or, upon reasonable allocation, a broker-dealer for which the participant clears trades or from which
the participant receives trades for settlement, take action to close out afail to deliver position in any equity
security by borrowing or purchasing securities of like kind and quantity); 17 CFR 240.15¢3-3(m)
(providing that, if a broker-dealer executes a sell order of a customer and does not obtain possession of the
securities from the customer within 10 business days after settlement, the broker-dealer must immediately
close the transaction with the customer by purchasing securities of like kind and quantity).

2% See eg., NSCC Rule 11, NASDAQ Rule 11810, FINRA Rule 11810.
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meet an existing delivery obligation, it isengaging in activity that facilitates timely
settlement of securities transactions and helps provide a purchaser of the securities with
the benefits of ownership (e.g., voting and lending rights). In addition, a banking entity
has limited discretion to determine when and how to take action to meet an existing
delivery obligation.?”” Providing alimited exclusion for this activity will avoid the
potential for SEC-registered broker-deal ers being subject to conflicting or inconsi stent
regulatory requirements with respect to activity required to meet the broker-dealer’s
existing delivery obligations.

6. Satisfying an obligation in connection with a judicial, administrative, self-
regulatory organization, or arbitration proceeding

The Agencies recognize that, under certain circumstances, a banking entity may
be required to purchase or sell afinancia instrument at the direction of ajudicial or
regulatory body. For example, an administrative agency or self-regulatory organization
(*SRO”) may require a banking entity to purchase or sell afinancia instrument in the
course of disciplinary proceedings against that banking entity.>”® A banking entity may

also be obligated to purchase or sell afinancial instrument in connection with ajudicial

2" See e.g., 17 CFR 242.204 (requiring action to close out afail to deliver position in an equity security
within certain specified timeframes); 17 CFR 240.15¢3-3(m) (requiring a broker-dealer to “immediately”
close a transaction under certain circumstances).

8 For example, an administrative agency or SRO may require a broker-dealer to offer to buy securities
back from customers where the agency or SRO finds the broker-dealer fraudulently sold securities to those
customers. See, e.g., Inre Raymond James & Assocs., Exchange Act Release No. 64767, 101 SEE.C.
Docket 1749 (June 29, 2011); FINRA Dep't of Enforcement v. Pinnacle Partners Fin. Corp., Disciplinary
Proceeding No. 2010021324501 (Apr. 25, 2012); FINRA Dep't of Enforcement v. Fifth Third Sec., Inc.,
No. 2005002244101 (Press Rel. Apr. 14, 2009).
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or arhitration proceeding.?”

Such transactions do not represent trading for short-term
profit or gain and do not constitute proprietary trading under the statute.

Accordingly, the Agencies have determined to adopt a provision clarifying that a
purchase or sale of one or more financia instruments that satisfies an obligation of the
banking entity in connection with ajudicial, administrative, self-regulatory organization,
or arbitration proceeding is not proprietary trading for purposes of theserules. This

clarification will avoid the potential for conflicting or inconsistent legal requirements for

banking entities.

7. Acting solely as agent, broker, or custodian

The proposal clarified that proprietary trading did not include acting solely as
agent, broker, or custodian for an unaffiliated third party.?®® Commenters generally
supported this aspect of the proposal. One commenter suggested that acting as agent,
broker, or custodian for affiliates should be explicitly excluded from the definition of
proprietary trading in the same manner as acting as agent, broker, or custodian for

unaffiliated third parties.®*

Like the proposal, the final rule expressly provides that the purchase or sale of
one or more financial instruments by a banking entity acting solely as agent, broker, or

custodian is not proprietary trading because acting in these types of capacities does not

% For instance, section 29 of the Exchange Act may require a broker-dealer to rescind a contract with a
customer that was made in violation of the Exchange Act. Such rescission relief may involve the broker-
dealer’ srepurchase of afinancial instrument from a customer. See 15 U.S.C. 78cc; Reg'l Props., Inc. v.
Fin. & Real Estate Consulting Co., 678 F.2d 552 (5th Cir. 1982); Freeman v. Marine Midland Bank N.Y.,
419 F.Supp. 440 (E.D.N.Y. 1976).

%0 Seeproposed rule § .3(b)(1).
%1 See Japanese Bankers Assn.
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involve trading as principal, which is one of the requisite aspects of the statutory
definition of proprietary trading.?®* Thefinal rule has been modified to include acting
solely as agent, broker, or custodian on behalf of an affiliate. However, the affiliate must
comply with section 13 of the BHC Act and the final implementing rule; and may not
itself engage in prohibited proprietary trading. To the extent a banking entity actsin both
aprincipa and agency capacity for a purchase or sale, it may only use this exclusion for
the portion of the purchase or sale for which it is acting as agent. The banking entity
must use a separate exemption or exclusion, if applicable, to the extent itisactingina

principal capacity.
8. Purchases or sales through a deferred compensation or similar plan

While the proposed rule provided that the prohibition on covered fund activities
and investments did not apply to certain instances where the banking entity acted through
or on behalf of apension or similar deferred compensation plan, no such similar
treatment was given for proprietary trading. One commenter argued that the proposal
restricted a banking entity’ s ability to engage in principal-based trading as an asset
manager that serves the needs of the institutional investors, such as through ERISA

pension and 401(k) plans.”

%2 Spe 12 U.S.C. 1851(h)(4). A common or collective investment fund that is an investment company
under section 3(c)(3) or 3(c)(11) will not be deemed to be acting as principa within the meaning of

§ .3(a) because the fund is performing atraditional trust activity and purchases and sells financial
instruments solely on behalf of customers as trustee or in asimilar fiduciary capacity, as evidenced by its
regulation under 12 CFR part 9 (Fiduciary Activities of National Banks) or similar state laws.

23 gee Assn. of Institutional Investors (Nov. 2012).
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To address these concerns, the final rule provides that proprietary trading does not
include the purchase or sale of one or more financial instruments through a deferred
compensation, stock-bonus, profit-sharing, or pension plan of the banking entity that is
established and administered in accordance with the laws of the United States or aforeign
sovereign, if the purchase or sale is made directly or indirectly by the banking entity as
trustee for the benefit of the employees of the banking entity or members of their
immediate family. Banking entities often establish and act as trustee to pension or
similar deferred compensation plans for their employees and, as part of managing these
plans, may engage in trading activity. The Agencies believe that purchases or salesby a
banking entity when acting through pension and similar deferred compensation plans
generally occur on behalf of beneficiaries of the plan and consequently do not constitute

the type of principal trading that is covered by the statute.

The Agencies note that if a banking entity engagesin trading activity for an
unaffiliated pension or similar deferred compensation plan, the trading activity of the
banking entity would not be proprietary trading under the final rule to the extent the

banking entity was acting solely as agent, broker, or custodian.

9. Collecting a debt previously contracted

Several commenters argued that the final rule should exclude collecting and
disposing of collateral in satisfaction of debts previously contracted from the definition of
proprietary trading.?* Commenters argued that acquiring and disposing of collateral in

satisfaction of debt previously contracted does not involve trading with the intent of

%% See LSTA (Feb. 2012); JPMC; Goldman (Prop. Trading); SIFMA et al. (Prop.Trading) (Feb. 2012).



profiting from short-term price movements and, thus, should not be proprietary trading
for purposes of thisrule. Rather, this activity is a prudent and desirable part of lending

and debt collection activities.

The Agencies believe that the purchase and sale of afinancial instrument in
satisfaction of adebt previously contracted does not constitute proprietary trading. The
Agencies believe an exclusion for purchases and sales in satisfaction of debts previously
contracted is necessary for banking entities to continue to lend to customers, because it
allows banking entities to continue lending activity with the knowledge that they will not
be penalized for recouping losses should a customer default. Accordingly, the final rule
provides that proprietary trading does not include the purchase or sale of one or more
financia instrumentsin the ordinary course of collecting a debt previously contracted in
good faith, provided that the banking entity divests the financial instrument as soon as
practicable within the time period permitted or required by the appropriate financial

supervisory agency.”®®

Asaresult of this exclusion, banking entities, including SEC-registered broker-
dealers, will be able to continue providing margin loans to their customers and may take
possession of margined collateral following a customer’s default or failure to meet a
margin call under applicable regulatory requirements.”®® Similarly, a banking entity that

isa CFTC-registered swap dealer or SEC-registered security-based swap dealer may take,

% geefina rule§ _.3(d)(9).

% For example, if any margin call is not met in full within the time required by Regulation T, then
Regulation T requires a broker-dealer to liquidate securities sufficient to meet the margin call or to

eliminate any margin deficiency existing on the day such liquidation is required, whichever isless.

See 12 CFR 220.4(d).
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hold, and exchange any margin collateral as counterparty to a cleared or uncleared swap
or security-based swap transaction, in accordance with the rules of the Agencies.®®” This
exclusion will allow banking entities to comply with existing regulatory requirements

regarding the divestiture of collateral taken in satisfaction of a debt.

10.  Other requested exclusions

Commenters requested a number of additional exclusions from the trading
account and, in turn, the prohibition on proprietary trading. In order to avoid potential
evasion of the final rule, the Agencies decline to adopt any exclusions from the trading
account other than the exclusions described above.® The Agencies believe that various
modifications to the final rule, including in particular to the exemption for market-
making related activities, address many of commenters' concerns regarding unintended

consequences of the prohibition on proprietary trading.

2. Section __.4(a): Underwriting Exemption

a Introduction

87 See SEC Proposed Rule, Capital, Margin, Segregation, Reporting and Recor dkeeping Requirements for
Security-Based Swap Dealers, Exchange Act Release No. 68071, 77 FR 70,214 (Nov. 23, 2012); CFTC
Proposed Rule, Margin Requirements for Uncleared Swaps for Swvap Dealers and Major Svap
Participants, 76 FR 23,732 (Apr. 28, 2011); Banking Agencies' Proposed Rule, Margin and Capital
Requirements for Covered Svap Entities, 76 FR 27,564 (May 11, 2011).

%8 See eg., SIFMA et al. (Prop.Trading) (Feb. 2012) (transactions that are not based on expected or
anticipated movements in asset prices, such asfully collateralized swap transactions that serve funding
purposes); Norinchukin and Wells Fargo (Prop. Trading) (derivatives that qualify for hedge accounting);
GE (Feb. 2012) (transactions related to commercia contracts); Citigroup (Feb. 2012) (FX swaps and FX
forwards); SIFMA et al. (Prop.Trading) (Feb. 2012) (interaffiliate transactions); T. Rowe Price (purchase
and sale of sharesin sponsored mutual funds); RMA (cash collateral pools); Alfred Brock (arbitrage
trading); ICBA (securities traded pursuant to 12 U.S.C. 1831a(f)). The Agencies are concerned that these
exclusions could be used to conduct impermissible proprietary trading, and the Agencies believe some of
these exclusions are more appropriately addressed by other provisions of therule. For example, derivatives
qualifying for hedge accounting may be permitted under the hedging exemption.
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After carefully considering comments on the proposed underwriting exemption,
the Agencies are adopting the proposed underwriting exemption substantially as
proposed, but with certain refinements and clarifications to the proposed approach to
better reflect the range of securities offerings that an underwriter may help facilitate on
behalf of anissuer or selling security holder and the types of activities an underwriter
may undertake in connection with a distribution of securities to facilitate the distribution
process and provide important benefits to issuers, selling security holders, or purchasers
in the distribution. The Agencies are adopting such an approach because the statute
specifically permits banking entities to continue providing these beneficial servicesto
clients, customers, and counterparties. At the same time, to reduce the potential for
evasion of the general prohibition on proprietary trading, the Agencies are requiring,
among other things, that the trading desk make reasonable efforts to sell or otherwise
reduce its underwriting position (accounting for the liquidity, maturity, and depth of the
market for the relevant type of security) and be subject to arobust risk limit structure that
is designed to prevent atrading desk from having an underwriting position that exceeds
the reasonably expected near term demands of clients, customers, or counterparties.
Overview
1 Proposed underwriting exemption

Section 13(d)(1)(B) of the BHC Act provides an exemption from the prohibition
on proprietary trading for the purchase, sale, acquisition, or disposition of securities and

certain other instruments in connection with underwriting activities, to the extent that
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such activities are designed not to exceed the reasonably expected near term demands of
clients, customers, or counterparties.?®

Section __.4(a) of the proposed rule would have implemented this exemption by
requiring that a banking entity’ s underwriting activities comply with seven requirements.
As discussed in more detail below, the proposed underwriting exemption required that:
(i) abanking entity establish a compliance program under 8 .20; (ii) the covered
financia position be a security; (iii) the purchase or sale be effected solely in connection
with adistribution of securities for which the banking entity is acting as underwriter; (iv)
the banking entity meet certain dealer registration requirements, where applicable; (v) the
underwriting activities be designed not to exceed the reasonably expected near term
demands of clients, customers, or counterparties; (vi) the underwriting activities be
designed to generate revenues primarily from fees, commissions, underwriting spreads,
or other income not attributable to appreciation in the value of covered financia positions
or to hedging of covered financial positions; and (vii) the compensation arrangements of
persons performing underwriting activities be designed not to reward proprietary risk-
taking.?® The proposal explained that these seven criteria were proposed so that any
banking entity relying on the underwriting exemption would be engaged in bona fide
underwriting activities and would conduct those activitiesin away that would not be
susceptible to abuse through the taking of speculative, proprietary positions as part of, or

mischaracterized as, underwriting activity.?**

%9 12 U.S.C. 1851(d)(1)(B).
20 Seeproposedrule § _.4(a).
21 See Joint Proposal, 76 FR at 68,866; CFTC Proposal, 77 FR at 8352.
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2. Comments on proposed underwriting exemption

As ageneral matter, afew commenters expressed overall support for the proposed

underwriting exemption.

Some commenters indicated that the proposed exemption is
too narrow and may negatively impact capital markets.”*® As discussed in more detail
below, many commenters expressed views on the effectiveness of specific requirements
of the proposed exemption. Further, some commenters requested clarification or
expansion of the proposed exemption for certain activities that may be conducted in the
course of underwriting.

Several commenters suggested alternative approaches to implementing the
statutory exemption for underwriting activities.®® More specifically, commenters
recommended that the Agencies: (i) provide a safe harbor for low risk, standard

underwritings;?® (ii) better incorporate the statutory limitations on high-risk activity or

conflicts of interest;?* (iii) prohibit banking entities from underwriting illiquid

%2 gee Barclays (stating that the proposed exemption generally effectuates the aims of the statute while
largely avoiding undue interference, although the commenter also requested certain technical changesto
the rule text); Alfred Brock.

2% See eg., Lord Abbett; BoA; Fidelity; Chamber (Feb. 2012).
2% See Sens. Merkley & Levin (Feb. 2012); BoA; Fidelity; Occupy; AFR et al. (Feb. 2012).

2% See Sens. Merkley & Levin (Feb. 2012) (suggesting a safe harbor for underwriting efforts that meet
certain low-risk criteria, including that: the underwriting bein plain vanilla stock or bond offerings,
including commercial paper, for established business and governments; and the distribution be completed
within relevant time periods, as determined by asset classes, with relevant factors being the size of the
issuer and the market served); Johnson & Prof. Stiglitz (expressing support for anarrow safe harbor for
underwriting of basic stocks and bonds that raise capital for real economy firms).

2% See Sens. Merkley & Levin (Feb. 2012) (suggesting that, for example, the exemption plainly prevent
high-risk, conflict ridden underwritings of securitizations and structured products and cross-reference
Section 621 of the Dodd-Frank Act, which prohibits certain material conflicts of interest in connection with
asset-backed securities).
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securities;®’ (iv) prohibit banking entities from participating in private placements;?* (v)

place greater emphasis on adequate internal compliance and risk management

procedures;® or (vi) make the exemption as broad as possible.3®

3. Final underwriting exemption

After considering the comments received, the Agencies are adopting the
underwriting exemption substantially as proposed, but with important modifications to
clarify provisions or to address commenters concerns. As discussed above, some
commenters were generally supportive of the proposed approach to implementing the
underwriting exemption, but noted certain areas of concern or uncertainty. The
underwriting exemption the Agencies are adopting addresses these issues by further
clarifying the scope of activities that qualify for the exemption. In particular, the
Agencies are refining the proposed exemption to better capture the broad range of
capital-raising activities facilitated by banking entities acting as underwriters on behalf of
issuers and selling security holders.

The final underwriting exemption includes the following components:

o A framework that recognizes the differences in underwriting activities across
markets and asset classes by establishing criteriathat will be applied flexibly

27 See AFR et al. (Feb. 2012) (recommending that the Agencies prohibit banking entities from acting as
underwriter for assets classified as Level 3 under FAS 157, which would prohibit underwriting of illiquid
and opaque securities without a genuine external market, and representing that such a restriction would be
consistent with the statutory limitation on exposures to high-risk assets).

2% See Occupy.

29 e BoA (recommending that the Agencies establish a strong presumption that all of a banking entity’s
activities related to underwriting are permitted under the rules as long as the banking entity has adequate
compliance and risk management procedures).

30 see Fidelity (suggested that the rules be revised to “provide the broadest exemptions possible under the
statute” for underwriting and certain other permitted activities).

90



based on the liquidity, maturity, and depth of the market for the particular type
of security.

¢ A general focus on the “underwriting position” held by a banking entity or its
affiliate, and managed by a particular trading desk, in connection with the
distribution of securities for which such banking entity or affiliate is acting as an
underwriter.3*

e A definition of the term “trading desk” that focuses on the functionality of the
desk rather than itslegal status, and requirements that apply at the trading desk
level of organization within a banking entity or across two or more affiliates.**

e Five standards for determining whether a banking entity is engaged in permitted
underwriting activities. Many of these criteria have similarities to those included
in the proposed rule, but with important modifications in response to comments.

These standards require that:

o The banking entity act as an “underwriter” for a“distribution” of
securities and the trading desk’ s underwriting position be related to such
distribution. The final ruleincludes refined definitions of “distribution”
and “underwriter” to better capture the broad scope of securities offerings
used by issuers and selling security holders and the range of roles that a
banking entity may play as intermediary in such offerings.>®

o The amount and types of securitiesin the trading desk’ s underwriting
position be designed not to exceed the reasonably expected near term
demands of clients, customers, or counterparties, and reasonabl e efforts
be made to sell or otherwise reduce the underwriting position within a
reasonable period, taking into account the liquidity, maturity, and depth
of the market for the relevant type of security.**

o The banking entity establish, implement, maintain, and enforce an interna
compliance program that is reasonably designed to ensure the banking
entity’ s compliance with the requirements of the underwriting
exemption, including reasonably designed written policies and
procedures, internal controls, analysis, and independent testing
identifying and addressing:

0l Seeinfra Part IV.A.2.c.1.C.

%2 Seeinfra Part IV.A.2.c.1.c. Theterm “trading desk” isdefined in final rule § _ .3(e)(13) as“the
smallest discrete unit of organization of a banking entity that purchases or sells financial instruments for the
trading account of the banking entity or an affiliate thereof.”

%3 Seefina rule 88 .4(@)(2)(i), __.4(a)(3), __.4(a)(4); Seealsoinfra Part IV.A.2.c.1.c.
3% Seefina rule§ _.4(a)(2)(ii); Seealsoinfra Part IV.A.2.c.2.c.
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The products, instruments, or exposures each trading desk may
purchase, sell, or manage as part of its underwriting activities,

Limits for each trading desk, based on the nature and amount of
the trading desk’ s underwriting activities, including the
reasonably expected near term demands of clients, customers, or
counterparties, on the amount, types, and risk of the trading
desk’ s underwriting position, level of exposuresto relevant risk
factors arising from the trading desk’ s underwriting position, and
period of time a security may be held;

Internal controls and ongoing monitoring and analysis of each
trading desk’ s compliance with its limits; and

Authorization procedures, including escalation procedures that
require review and approval of any trade that would exceed a
trading desk’ s limit(s), demonstrable analysis of the basis for any
temporary or permanent increase to a trading desk’ slimit(s), and
independent review of such demonstrable analysis and
approval .*®

o The compensation arrangements of persons performing the banking
entity’ s underwriting activities are designed not to reward or incentivize
prohibited proprietary trading.>®

o The banking entity islicensed or registered to engage in the activity
deﬂcg(i)bed in the underwriting exemption in accordance with applicable
law.>’

After considering commenters suggested alternative approaches to implementing
the statute’ s underwriting exemption, the Agencies have determined to retain the genera
structure of the proposed underwriting exemption. For instance, two commenters
suggested providing a safe harbor for “plain vanilla’ or “basic” underwritings of stocks

and bonds.*® The Agencies do not believe that a safe harbor is necessary to provide

% seefina rule§ _.4(a)(2)(iii); Seealso infra Part IV.A.2.c.3.c.
3% Seefina rule§ _.4(a)(2)(iv); See also infra Part IV.A.2.c.4.C.
%7 Seefina rule§ __.4(a)(2)(v); Seealsoinfra Part IV.A.2.c.5.c.

38 See Sens. Merkley & Levin (Feb. 2012); Johnson & Prof. Stiglitz. One of these commenters also
suggested that the Agencies better incorporate the statutory limitations on material conflicts of interest and
high-risk activities in the underwriting exemption by including additional provisionsin the exemption to
refer to these limitations. See Sens. Merkley & Levin (Feb. 2012). The Agencies note that these
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certainty that a banking entity may act as an underwriter in these particular types of
offerings. Thisisbecause “plain vanilla” or “basic” underwriting activity should be able
to meet the requirements of the final rule. For example, the final definition of
“distribution” includes any offering of securities made pursuant to an effective
registration statement under the Securities Act.>*®

Further, in response to one commenter’ s request that the final rule prohibit a
banking entity from acting as an underwriter in illiquid assets that are determined to not

have observable price inputs under accounting standards,*°

the Agencies continue to
believe that it would be inappropriate to incorporate accounting standards in the rule
because accounting standards could change in the future without consideration of the
potential impact on the final rule.3** Moreover, the Agencies do not believeit is
necessary to differentiate between liquid and less liquid securities for purposes of
determining whether a banking entity may underwrite a distribution of securities because,
in either case, a banking entity must have a reasonabl e expectation of purchaser demand
for the securities and must make reasonable efforts to sell or otherwise reduce its
underwriting position within a reasonable period under the final rule.*'

Another commenter suggested that the Agencies establish a strong presumption

that all of a banking entity’s activities related to underwriting are permitted under the rule

limitations are adopted in § .7 of thefinal rules, and this provision will apply to underwriting activities,
aswell as all other exempted activities.

3 seefind rule§ __.4(a)(3).
310 See AFR et al. (Feb. 2012).

311 See Joint Proposal, 76 FR at 68,859 n.101 (explaining why the Agencies declined to incorporate certain
accounting standards in the proposed rule); CFTC Proposal, 77 FR at 8344 n.107.

312 seeinfra Part IV.A.2.c.2.C.
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as long as the banking entity has adequate compliance and risk management

procedures.

While strong compliance and risk management procedures are important
for banking entities' permitted activities, the Agencies believe that an approach focused
solely on the establishment of a compliance program would likely increase the potential
for evasion of the general prohibition on proprietary trading. Similarly, the Agencies are
not adopting an exemption that is unlimited, as requested by one commenter, because the
Agencies believe controls are necessary to prevent potential evasion of the statute
through, among other things, retaining an unsold allotment when there is sufficient
customer interest for the securities and to limit the risks associated with these
activities>

Underwriters play an important role in facilitating issuers access to funding, and
thus underwriters are important to the capital formation process and economic growth.*"
Obtaining new financing can be expensive for an issuer because of the natural
information advantage that less well-known issuers have over investors about the quality
of their future investment opportunities. An underwriter can help reduce these costs by
mitigating the information asymmetry between an issuer and its potential investors. The
underwriter does this based in part on its familiarity with the issuer and other similar
issuers as well as by collecting information about the issuer. This allows investors to

look to the reputation and experience of the underwriter as well asits ability to provide

information about the issuer and the underwriting. For these and other reasons, most U.S.

3 See BoA.
314 See Fiddlity.

3% See eg., BOA (“The underwriting activities of U.S. banking entities are essential to capital formation
and, therefore, economic growth and job creation.”); Goldman (Prop. Trading); Sens. Merkley & Levin
(Feb. 2012).
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issuers rely on the services of an underwriter when raising funds through public offerings.
Asrecognized in the statute, the exemption is intended to permit banking entities to
continue to perform the underwriting function, which contributes to capital formation and
its positive economic effects.

Detailed Explanation of the Underwriting Exemption

1. Acting as an underwriter for a distribution of securities

a. Proposed requirements that the purchase or sale be effected solely in
connection with a distribution of securities for which the banking entity acts
as an underwriter and that the covered financial position be a security

Section __.4(a)(2)(iii) of the proposed rule required that the purchase or sale be
effected solely in connection with adistribution of securities for which a banking entity is
acting as underwriter. 3 As discussed below, the Agencies proposed to define the terms
“distribution” and “underwriter” in the proposed rule. The proposed rule also required
that the covered financial position being purchased or sold by the banking entity be a
317

security.

i Proposed definition of “distribution”

The proposed definition of “distribution” mirrored the definition of thisterm used
in the SEC’s Regulation M under the Exchange Act.**® More specifically, the proposed
rule defined “distribution” as “an offering of securities, whether or not subject to
registration under the Securities Act, that is distinguished from ordinary trading

transactions by the magnitude of the offering and the presence of special selling efforts

318 Seeproposed rule § __.4(a)(2)(iii).
37 Seeproposed rule § _.4(a)(2)(ii).

318 See Joint Proposal, 76 FR at 68,866-68,867; CFTC Proposal, 77 FR at 8352; 17 CFR 242.101; proposed
rue§__.4(a)(3).
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and selling methods.”*"® The Agencies did not propose to define the terms “ magnitude”
and “specia selling efforts and selling methods,” but stated that the Agencies would
expect to rely on the same factors considered in Regulation M for assessing these
elements.®*® The Agencies noted that “magnitude” does not imply that a distribution
must be large and, therefore, this factor would not preclude small offerings or private

placements from qualifying for the proposed underwriting exemption.®*

ii. Proposed definition of “underwriter”

Like the proposed definition of “distribution,” the Agencies proposed to define
“underwriter” in amanner similar to the definition of thisterm in the SEC’ s Regulation
M .3 The definition of “underwriter” in the proposed rule was: (i) any person who has
agreed with an issuer or selling security holder to: (a) purchase securities for distribution;
(b) engage in a distribution of securities for or on behalf of such issuer or selling security
holder; or (c) manage a distribution of securities for or on behalf of such issuer or selling

security holder; and (ii) a person who has an agreement with another person described in

39 Seeproposed rule § _.4(8)(3).

320 gee Joint Proposal, 76 FR at 68,867 (“For example, the number of shares to be sold, the percentage of
the outstanding shares, public float, and trading volume that those shares represent are all relevant to an
assessment of magnitude. In addition, delivering a sales document, such as a prospectus, and conducting
road shows are generally indicative of special selling efforts and selling methods. Another indicator of
specia selling efforts and selling methods is compensation that is greater than that for secondary trades but
consistent with underwriting compensation for an offering.”); CFTC Proposal, 77 FR at 8352; Review of
Antimanipulation Regulation of Securities Offering, Exchange Act Release No. 33924 (Apr. 19, 1994), 59
FR 21,681, 21,684-21,685 (Apr. 26, 1994).

321 See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8352.

322 Spe Joint Proposal, 76 FR at 68,866-68,867; CFTC Proposal, 77 FR at 8352; 17 CFR 242.101; proposed
rule§__.4(a)(4).
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the preceding provisions to engage in a distribution of such securities for or on behalf of
the issuer or selling security holder.3

In connection with this proposed requirement, the Agencies noted that the precise
activities performed by an underwriter may vary depending on the liquidity of the
securities being underwritten and the type of distribution being conducted. To determine
whether a banking entity is acting as an underwriter as part of a distribution of securities,
the Agencies proposed to take into consideration the extent to which a banking entity is
engaged in the following activities:

e Assisting anissuer in capital-raising;
e Performing due diligence;

e Advising the issuer on market conditions and assisting in the preparation
of aregistration statement or other offering document;

e Purchasing securities from an issuer, a selling security holder, or an
underwriter for resale to the public;

e Participating in or organizing a syndicate of investment banks;
e Marketing securities; and

e Transacting to provide a post-issuance secondary market and to facilitate
price discovery.®**

The proposal recognized that there may be circumstances in which an underwriter would
hold securities that it could not sell in the distribution for investment purposes. The

Agencies stated that if the unsold securities were acquired in connection with

33 seeproposedrule§ _.4(a)(4). Asnoted in the proposal, the proposed rule’s definition differed from
the definition in Regulation M because the proposed rule’ s definition would a so include a person who has
an agreement with another underwriter to engage in a distribution of securities for or on behalf of an issuer
or selling security holder. See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8352.

324 See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8352.
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underwriting under the proposed exemption, then the underwriter would be able to
dispose of such securities at alater time.*®

iii. Proposed requirement that the covered financial position be a security

Pursuant to 8 __.4(a)(2)(ii) of the proposed exemption, a banking entity would be
permitted to purchase or sell a covered financial position that is a security only in
connection with its underwriting activities.3*® The proposal stated that this requirement
was meant to reflect the common usage and understanding of the term “underwriting.” 3%
It was noted, however, that a derivative or commodity future transaction may be
otherwise permitted under another exemption (e.g., the exemptions for market making-
related or risk-mitigating hedging activities).3*

b. Comments on the proposed requirements that the trade be effected solely in

connection with a distribution for which the banking entity is acting as an
underwriter and that the covered financial position be a security

In response to the proposed requirement that a purchase or sale be “effected solely
in connection with a distribution of securities’ for which the “banking entity is acting as
underwriter,” commenters generally focused on the proposed definitions of “ distribution”
and “underwriter” and the types of activities that should be permitted under the “in
connection with” standard. Commenters did not directly address the requirement in §
__A@)(2)(ii) of the proposed rule, which provided that the covered financial position

purchased or sold under the exemption must be a security. A number of commenters

5 eeid.

36 Seeproposed rule § _.4(a)(2)(ii).

327 See Joint Proposal, 76 FR at 68,866; CFTC Proposal, 77 FR at 8352.

328 See Joint Proposal, 76 FR at 68,866 n.132; CFTC Proposal, 77 FR at 8352 n.138.
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expressed general concern that the proposed underwriting exemption’s referencesto a
“purchase or sale of acovered financial position” could be interpreted to require
compliance with the proposed rule on a transaction-by-transaction basis. These
commenters indicated that such an approach would be overly burdensome.3*

i. Definition of “distribution”

Several commenters stated that the proposed definition of “distribution” istoo
narrow, > while one commenter stated that the proposed definition is too broad.**
Commenters who viewed the proposed definition as too narrow stated that it may exclude
important capital-raising and financing transactions that do not appear to involve “special
selling efforts and selling methods” or “magnitude.”*** In particular, these commenters
stated that the proposed definition of “distribution” may preclude a banking entity from
participating in commercial paper issuances, > bridge loans,*** “ at-the-market” offerings

335

or “dribble out” programs conducted off issuer shelf registrations,”™ offerings in response

336

to reverse inquiries, > offerings through an automated execution system,*’ small private

%9 See, e.g., Goldman (Prop. Trading); SIFMA et al. (Prop. Trading) (Feb. 2012).

%0 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading);
RBC.

31 See Occupy.
32 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading); RBC.

33 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading).
In addition, one commenter expressed general concern that the proposed rule would cause areduction in
underwriting services with respect to commercial paper, which would reduce liquidity in commercial paper
markets and raise the costs of capital in already tight credit markets. See Chamber (Feb. 2012).

33 See Goldman (Prop. Trading); Wells Fargo (Prop. Trading); RBC; LSTA (Feb. 2012).
3% See Goldman (Prop. Trading).

% See SIFMA et al. (Prop. Trading) (Feb. 2012).

%7 See SIFMA et al. (Prop. Trading) (Feb. 2012).
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offerings,®® or selling security holders sales of securities of issuers with large market
capitalizations that are executed as underwriting transactionsin the normal course.®*
Several commenters suggested that the proposed definition be modified to include
some or all of these types of offerings.3* For example, two commenters requested that
the definition explicitly include all offerings of securities by an issuer.**" One of these
commenters further requested a broader definition that would include any offering by a
selling security holder that is registered under the Securities Act or that involves an
offering document prepared by the issuer.3* Another commenter suggested that the rule
explicitly authorize certain forms of offerings, such as offerings under Rule 144A,
Regulation S, Rule 101(b)(10) of Regulation M, or the so-called “ section 4(1v%)” of the
Securities Act, aswell as transactions on behalf of selling security holders.**® Two
commenters proposed approaches that would include the resale of notes or other debt
securities received by a banking entity from a borrower to replace or refinance a bridge

loan.®** One of these commenters stated that permitting a banking entity to receive and

38 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading).
¥ SeeRBC.
0 see Goldman (Prop. Trading); SIFMA et al. (Prop. Trading) (Feb. 2012); RBC.

1 See Goldman (Prop. Trading) (stating that this would capture, among other things, commercial paper
issuances, issuer “dribble out” programs, and small private offerings, which involve the purchase of
securities directly from an issuer with aview toward resale, but may not always be clearly distinguished by
“special selling efforts and selling methods” or by “magnitude”); SIFMA et al. (Prop. Trading) (Feb. 2012).

32 See SIFMA et al. (Prop. Trading) (Feb. 2012). This commenter indicated that expanding the definition
of “distribution” to include both offerings of securities by an issuer and offerings by a selling security
holder that are registered under the Securities Act or that involve an offering document prepared by the
issuer would “include, for example, an offering of securities by an issuer or a selling security holder where
securities are sold through an automated order execution system, offerings in response to reverse inquiries
and commercial paper issuances.” Id.

33 seRBC.

34 See Goldman (Prop. Trading); RBC. In addition, one commenter requested the Agencies clarify that
permitted underwriting activities include the acquisition and resale of securitiesissued in lieu of or to
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resell notes or other debt securities from a borrower to replace or refinance a bridge loan
would preserve the ability of a banking entity to extend credit and offer customers a
range of financing options. This commenter further represented that such an approach
would be consistent with the exclusion of loans from the proposed definition of “covered
financia position” and the commenter’ s recommended exclusion from the definition of
“trading account” for collecting debts previously contracted.>*

One commenter, however, stated that the proposed definition of “distribution” is
too broad. This commenter suggested that the underwriting exemption should only be
available for registered offerings, and the rule should preclude a banking entity from
participating in a private placement. According to the commenter, permitting a banking
entity to participate in a private placement may facilitate evasion of the prohibition on

proprietary trading.>*
ii. Definition of “underwriter”

Several commenters stated that the proposed definition of “underwriter” istoo
narrow.®*’ Other commenters, however, stated that the proposed definition is too broad,
particularly due to the proposed inclusion of selling group members,>*®

Commenters requesting a broader definition generally stated that the Agencies

should instead use the Regulation M definition of “distribution participant” or otherwise

refinance bridge loan facilities, irrespective of whether such activities qualify as “distributions’ under the
proposal. See LSTA (Feb. 2012).

3% gee Goldman (Prop. Trading).
¥ see Occupy.
7 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading).

8 See AFR et al. (Feb. 2012); Public Citizen; Occupy (suggesting that the Agencies exceeded their
statutory authority by incorporating the Regulation M definition of “underwriter,” rather than the Securities
Act definition of “underwriter”).
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revise the definition of “underwriter” to incorporate the concept of a“ distribution
participant,” as defined under Regulation M.3*® According to these commenters, using
the term “distribution participant” would better reflect current market practice and would
include dealers that participate in an offering but that do not deal directly with the issuer
or salling security holder and do not have a written agreement with the underwriter.>*°
One commenter further represented that the proposed provision for selling group
members may be less inclusive than the Agencies intended because individual selling
dedlers or dealer groups may or may not have written agreements with an underwriter in
privity of contract with the issuer.®! Another commenter requested that, if the
“distribution participant” concept is not incorporated into the rule, the proposed definition
of “underwriter” be modified to include a person who has an agreement with an affiliate
of an issuer or selling security holder (e.g., an agreement with a parent company to
distribute the issuer’ s securities).**?

Other commenters opposed the inclusion of selling group membersin the
proposed definition of “underwriter.” These commenters stated that because selling

group members do not provide a price guarantee to an issuer, they do not provide services

to a customer and their activities should not qualify for the underwriting exemption.*>

39 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading).
The term “distribution participant” is defined in Rule 100 of Regulation M as “an underwriter, prospective
underwriter, broker, dealer, or other person who has agreed to participate or is participating in a
distribution.” 17 CFR 242.100.

%0 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading).
*! See Goldman (Prop. Trading).

%2 See SIFMA et al. (Prop. Trading) (Feb. 2012). This commenter also requested atechnical amendment
to proposed rule § __.4(a)(4)(ii) to clarify that the person is “participating” in a distribution, not “engaging”
inadistribution. Seeid.

3 See AFR et al. (Feb. 2012); Public Citizen.
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A number of commenters stated that it is unclear whether the proposed
underwriting exemption would permit a banking entity to act as an authorized participant
(“AP’) to an ETF issuer, particularly with respect to the creation and redemption of ETF
shares or “seeding” an ETF for a short period of time when it isinitially launched.** For
example, afew commenters noted that APs typically do not perform some or all of the
activities that the Agencies proposed to consider to help determine whether a banking
entity is acting as an underwriter in connection with a distribution of securities, including
due diligence, advising an issuer on market conditions and assisting in preparation of a
registration statement or offering documents, and participating in or organizing a
syndicate of investment banks.**

However, one commenter appeared to oppose applying the underwriting
exemption to certain AP activities. According to this commenter, APs are generally
reluctant to concede that they are statutory underwriters because they do not perform all
the activities associated with the underwriting of an operating company’ s securities.
Further, this commenter expressed concern that, if an AP had to rely on the proposed
underwriting exemption, the AP could be subject to heightened risk of incurring

underwriting liability on the issuance of ETF shares traded by the AP. Asaresult of

these considerations, the commenter believed that a banking entity may be less willing to

%% See BoA; ICI Global; Vanguard; ICI (Feb. 2012); SSgA (Feb. 2012). As one commenter explained, an
AP may “seed” an ETF for a short period of time at itsinception by entering into several initial creation
transactions with the ETF issuer and refraining from selling those shares to investors or redeeming them for
aperiod of timeto facilitate the ETF achieving its liquidity launch goals. See BoA.

%5 See |Cl Global; ICI (Feb. 2012); Vanguard.
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act asan AP for an ETF issuer if it were required to rely on the underwriting

exemption.®*®
iii. “Solely in connection with” standard

To qualify for the underwriting exemption, the proposed rule required a purchase
or sale of acovered financial position to be effected “solely in connection with” a
distribution of securities for which the banking entity is acting as underwriter. Several
commenters expressed concern that the word “solely” in this provision may result in an
overly narrow interpretation of permissible activities. In particular, these commenters
indicated that the “ solely in connection with” standard creates uncertainty about certain
activities that are currently conducted in the course of an underwriting, such as customary

underwriting syndicate activities.*’

One commenter represented that such activities are
traditionally undertaken to: support the success of a distribution; mitigate risk to issuers,
investors, and underwriters; and facilitate an orderly aftermarket.®® A few commenters
further stated that requiring atrade to be “solely” in connection with a distribution by an

underwriter would be inconsistent with the statute, >

may reduce future innovation in the
capital-raising process,*® and could create market disruptions.***
A number of commenters stated that it is unclear whether certain activities would

qualify for the proposed underwriting exemption and requested that the Agencies adopt

¥ See SSgA (Feb. 2012).

%7 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); BoA; Wells Fargo (Prop.
Trading); Comm. on Capital Markets Regulation.

%8 See Goldman (Prop. Trading).

%9 gee Goldman (Prop. Trading); Wells Fargo (Prop. Trading); SIFMA et al. (Prop. Trading) (Feb. 2012).
%0 gee Goldman (Prop. Trading).

%! See SIFMA et al. (Prop. Trading) (Feb. 2012).
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an exemption that is broad enough to permit such activities.** Commenters stated that
there are anumber of activities that should be permitted under the underwriting
exemption, including: (i) creating a naked or covered syndicate short positionin
connection with an offering;*®® (ii) creating a stabilizing bid:** (iii) acquiring positions

via overallotments®®

or trading in the market to close out short positions in connection
with an overallotment option or in connection with other stabilization activities;*® (iv)
using call spread optionsin a convertible debt offering to mitigate dilution of existing
shareholders;*” (v) repurchasing existing debt securities of an issuer in the course of
underwriting a new series of debt securities in order to stimulate demand for the new

368

issuance; ™" (vi) purchasing debt securities of comparable issuers as a price discovery

mechanism in connection with underwriting a new debt security;** (vii) hedging the

%2 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Wells Fargo (Prop. Trading);
RBC.

%3 See SIFMA et al. (Prop. Trading) (Feb. 2012) (“The reason for creating the short positions (covered and
naked) is to facilitate an orderly aftermarket and to reduce price volatility of newly offered securities. This
provides significant value to issuers and selling security holders, aswell asto investors, by giving the
syndicate buying power that helps protect against immediate volatility in the aftermarket.”); RBC;
Goldman (Prop. Trading).

%% See SIFMA et al. (Prop. Trading) (Feb. 2012) (“Underwriters may also engage in stabilization activities
under Regulation M by creating a stabilizing bid to prevent or Slow a decline in the market price of a
security. These activities should be encouraged rather than restricted by the Volcker Rule because they
reduce price volatility and facilitate the orderly pricing and aftermarket trading of underwritten securities,
thereby contributing to capital formation.”).

% SeRBC.
%6 See Goldman (Prop. Trading).

%7 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading) (stating that the call spread
arrangement “may make awider range of financing options feasible for the issuer of the convertible debt”
and “can help it to raise more capital at more attractive prices’).

38 See Wells Fargo (Prop. Trading). The commenter further stated that the need to purchase the issuer’s
other debt securities from investors may ariseif an investor has limited risk tolerance to the issuer’s credit
or has portfalio restrictions. According to the commenter, the underwriter would typically sell the debt
securities it purchased from existing investors to new investors. Seeid.

%9 see Wells Fargo (Prop. Trading).
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underwriter’s exposure to a derivative strategy engaged in with an issuer; > (viii)
organizing and assembling a resecuritized product, including, for example, sourcing bond
collateral over aperiod of timein anticipation of issuing new securities;** and (ix) selling

a security to an intermediate entity as part of the creation of certain structured

372

products.

C. Final requirement that the banking entity act as an underwriter for a distribution
of securities and the trading desk’ s underwriting position be related to such
distribution

The final rule requires that the banking entity act as an underwriter for a
distribution of securities and the trading desk’ s underwriting position be related to such
distribution.>”® This requirement is substantially similar to the proposed rule,** but with
five key refinements. First, to address commenters’ confusion about whether the
underwriting exemption applies on a transaction-by-transaction basis, the phrase
“purchase or sale” has been modified to instead refer to the trading desk’ s “underwriting

position.” Second, to balance this more aggregated position-based approach, the final

3% see Goldman (Prop. Trading).

31 See ASF (Feb. 2012) (stating that, for example, a banking entity may respond to customer or general
market demand for highly-rated mortgage paper by accumulating residential mortgage-backed securities
over time and holding such securities in inventory until the transaction can be organized and assembled).

372 See ICI (Feb. 2012) (stating that the sale of assets to an intermediate asset-backed commercial paper or
tender option bond program should be permitted under the underwriting exemption if the sale is part of the
creation of astructured security). Seealso AFR et al. (Feb. 2012) (stating that the treatment of asaleto an
intermediate entity should depend on whether the banking entity or an external client is the driver of the
demand and, if the banking entity is the driver of the demand, then the near term demand requirement
should not be met). Two commenters stated that the underwriting exemption should not permit a banking
entity to sell a security to an intermediate entity in the course of creating a structured product. See Occupy;
Alfred Brock. These commenters were generally responding to a question on thisissue in the proposal .
See Joint Proposal, 76 FR at 68,868 — 68,869 (question 78); CFTC Proposal, 77 FR at 8354 (question 78).

33 Final rule§ __.4(a)(2)(i). Theterms“distribution” and “underwriter” are defined in final rule §
__A@)(3) and 8 __.4(a)(4), respectively.

3™ Proposed rule § __.4(a)(2)(iii) required that “[t]he purchase or sale is effected solely in connection with
adistribution of securities for which the covered banking entity is acting as underwriter.”
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rule specifies that the trading desk is the organizational level of a banking entity (or
across one or more affiliated banking entities) at which the requirements of the
underwriting exemption will be assessed. Third, the Agencies have made important
modifications to the definition of “distribution” to better capture the various types of
private and registered offerings a banking entity may be asked to underwrite by an issuer
or selling security holder. Fourth, the definition of “underwriter” has been refined to
clarify that both members of the underwriting syndicate and selling group members may
qualify as underwriters for purposes of this exemption. Finally, the word “solely” has
been removed to clarify that a broader scope of activities conducted in connection with
underwriting (e.g., stabilization activities) are permitted under this exemption. These
issues are discussed in turn below.

I Definition of “underwriting position”

In response to commenters concerns about transaction-by-transaction analyses,*”

the Agencies are modifying the exemption to clarify the level at which compliance with
certain provisionswill be assessed. The proposal was not intended to impose a
transaction-by-transaction approach, and the final rule’ s requirements generally focus on
the long or short positions in one or more securities held by a banking entity or its
affiliate, and managed by a particular trading desk, in connection with a particular
distribution of securities for which such banking entity or its affiliate is acting as an

underwriter. Like8 _ .4(a)(2)(ii) of the proposed rule, the definition of “underwriting

3 ee, e.g., Goldman (Prop. Trading); SIFMA et al. (Prop. Trading) (Feb. 2012).
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position” islimited to positions in securities because the common usage and
understanding of the term “underwriting” is limited to activitiesin securities.

A trading desk’ s underwriting position constitutes the securities positions that are
acquired in connection with a single distribution for which the relevant banking entity is
acting as an underwriter. A trading desk may not aggregate securities positions acquired
in connection with two or more distributions to determine its “ underwriting position.” A
trading desk may, however, have more than one “underwriting position” at a particular
point in time if the banking entity is acting as an underwriter for more than one
distribution. Asaresult, the underwriting exemption’s requirements pertaining to a
trading desk’ s underwriting position will apply on a distribution-by-distribution basis.

A trading desk’ s underwriting position can include positions in securities held at
different affiliated legal entities, provided the banking entity is able to provide
supervisors or examiners of any Agency that has regulatory authority over the banking
entity pursuant to section 13(b)(2)(B) of the BHC Act with records, promptly upon
request, that identify any related positions held at an affiliated entity that are being
included in the trading desk’ s underwriting position for purposes of the underwriting
exemption. Banking entities should be prepared to provide all records that identify all of
the positionsincluded in atrading desk’ s underwriting position and where such positions
are held.

The Agencies believe that a distribution-by-distribution approach is appropriate
due to therelatively distinct nature of underwriting activities for a single distribution on
behalf of an issuer or selling security holder. The Agencies do not believe that a

narrower transaction-by-transaction analysis is necessary to determine whether a banking
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entity is engaged in permitted underwriting activities. The Agencies also decline to take
a broader approach, which would allow a banking entity to aggregate positions from
multiple distributions for which it is acting as an underwriter, because it would be more
difficult for the banking entity’ sinternal compliance personnel and Agency supervisors
and examiners to review the trading desk’ s positions to assess the desk’ s compliance with
the underwriting exemption. A more aggregated approach would increase the number of
positionsin different types of securities that could be included in the underwriting
position, which would make it more difficult to determine that an individual positionis
related to a particular distribution of securities for which the banking entity is acting as an
underwriter and, in turn, increase the potential for evasion of the general prohibition on
proprietary trading.

ii. Definition of “trading desk”

The proposed underwriting exemption would have applied certain requirements
across an entire banking entity. To promote consistency with the market-making
exemption and address potential evasion concerns, the final rule applies the requirements
of the underwriting exemption at the trading desk level of organization.>”® This approach
will result in the requirements of the underwriting exemption applying to the aggregate
trading activities of arelatively limited group of employees on asingle desk. Applying
requirements at the trading desk level should facilitate banking entity and Agency
monitoring and review of compliance with the exemption by limiting the location where

underwriting activity may occur and allowing better identification of the aggregate

37 Seeinfra Part IV.A.3.c. (discussing the final market-making exemption).
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trading volume that must be reviewed to determine whether the desk’ s activities are being
conducted in amanner that is consistent with the underwriting exemption, while a'so
allowing adequate consideration of the particular facts and circumstances of the desk’s
trading activities.

The trading desk should be managed and operated as an individual unit and
should reflect the level at which the profit and loss of employees engaged in underwriting
activitiesis attributed. The term “trading desk” in the underwriting context is intended to
encompass what is commonly thought of as an underwriting desk. A trading desk
engaged in underwriting activities would not necessarily be an active market participant
that engages in frequent trading activities.

A trading desk may manage an underwriting position that includes positions held
by different affiliated legal entities.®”” Similarly, atrading desk may include employees
working on behalf of multiple affiliated legal entities or booking tradesin multiple
affiliated entities. The geographic location of individual tradersis not dispositive for
purposes of determining whether the employees are engaged in activities for asingle
trading desk.

ii. Definition of “distribution”

The term “distribution” is defined in the final rule as: (i) an offering of securities,
whether or not subject to registration under the Securities Act, that is distinguished from
ordinary trading transactions by the presence of special selling efforts and selling

methods; or (ii) an offering of securities made pursuant to an effective registration

3" See supra note 302 and accompanying text.

110



statement under the Securities Act.>”® In response to comments, the proposed definition
has been revised to eliminate the need to consider the “magnitude”’ of an offering and
instead supplements the definition with an aternative prong for registered offerings under
the Securities Act.>

The proposed definition’ s reference to magnitude caused some commenter
concern with respect to whether it could be interpreted to preclude a banking entity from
intermediating a small private placement. After considering comments, the Agencies
have determined that the requirement to have specia selling efforts and selling methods
is sufficient to distinguish between permissible securities offerings and prohibited
proprietary trading, and the additional magnitude factor is not needed to further this
objective.**° As proposed, the Agencies will rely on the same factors considered under
Regulation M to analyze the presence of special selling efforts and selling methods.®*
Indicators of specia selling efforts and selling methods include delivering a sales

document (e.g., a prospectus), conducting road shows, and receiving compensation that is

greater than that for secondary trades but consistent with underwriting compensation.*

38 Final rule§ __.4(a)(3).

3 Proposed rule § __.4(a)(3) defined “distribution” as “an offering of securities, whether or not subject to
registration under the Securities Act, that is distinguished from ordinary trading transactions by the
magnitude of the offering and the presence of special selling efforts and selling methods.”

%0 The policy goals of thisrule differ from those of the SEC’s Regulation M, which is an anti-
manipulation rule. The focus on magnitude is appropriate for that regulation because it helps identify
offerings that can give rise to an incentive to condition the market for the offered security. To the contrary,
thisruleisintended to alow banking entities to continue to provide client-oriented financial services,
including underwriting services. The SEC emphasizes that this rule does not have any impact on
Regulation M.

%! See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8352.

%2 See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8352; Review of Antimanipulation
Regulation of Securities Offering, Exchange Act Release No. 33924 (Apr. 19, 1994), 59 FR 21,681,
21,684-21,685 (Apr. 26, 1994).
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For purposes of the final rule, each of these factors need not be present under all
circumstances. Offerings that qualify as distributions under this prong of the definition
include, among others, private placements in which resales may be made in reliance on
the SEC’s Rule 144A or other available exemptions®? and, to the extent the commercial
paper being offered is a security, commercial paper offerings that involve the underwriter
receiving special compensation.®*

The Agencies are also adopting a second prong to this definition, which will
independently capture all offerings of securities that are made pursuant to an effective
registration statement under the Securities Act.*®*® The registration prong of the definition
isintended to provide another avenue by which an offering of securities may be
conducted under the exemption, absent other special selling efforts and selling methods
or adetermination of whether such efforts and methods are being conducted. The
Agencies believe this prong reduces potential administrative burdens by providing a
bright-line test for what constitutes a distribution for purposes of the final rule. In
addition, this prong is consistent with the purpose and goals of the statute because it
reflects a common type of securities offering and does not raise evasion concernsasit is

unlikely that an entity would go through the registration process solely to facilitate or

33 Thefinal rule does not provide safe harbors for particular distribution techniques. A safe harbor-based
approach would provide certainty for specific types of offerings, but may not account for evolving market
practices and distribution techniques that could technically satisfy a safe harbor but that might implicate the
concerns that led Congress to enact section 13 of the BHC Act. See RBC.

%% This clarification is intended to address commenters concern regarding potential limitations on banking
entities’ ability to facilitate commercia paper offerings under the proposed underwriting exemption. See
supra Part 1VV.A.2.c.1.b.i.

35 See, e.g., Form S-1 (17 CFR 239.11); Form S-3 (17 CFR 239.13); Form S-8 (17 CFR 239.16b); Form
F-1 (17 CFR 239.31); Form F-3 (17 CFR 239.33).
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engage in speculative proprietary trading.®®® This prong would include, among other
things, the following types of registered securities offerings: offerings made pursuant to
a shelf registration statement (whether on a continuous or delayed basis),**” bought
deals,*® at the market offerings,*®° debt offerings, asset-backed security offerings, initial
public offerings, and other registered offerings. An offering can be a distribution for
purposes of either 8§ .4(a)(3)(i) or 8 __.4(a)(3)(ii) of the final rule regardless of whether
the offering isissuer driven, selling security holder driven, or arises asaresult of a

390

reverseinquiry.™" Provided the definition of distribution is met, an offering can be a

%6 Although the Agencies are providing an additional prong to the definition of “distribution” for
registered offerings, the final rule does not limit the availability of the underwriting exemption to registered
offerings, as suggested by one commenter. The statute does not include such an express limitation, and the
Agencies decline to construe the statute to require such an approach. In response to the commenter stating
that permitting a banking entity to participate in a private placement may facilitate evasion of the
prohibition on proprietary trading, the Agencies believe this concern is addressed by the provisionin the
final rule requiring that atrading desk have a reasonable expectation of demand from other market
participants for the amount and type of securitiesto be acquired from an issuer or selling security holder for
distribution and make reasonable efforts to sell its underwriting position within areasonable period. As
discussed below, the Agencies believe this requirement in the final rule appropriately addresses evasion
concerns that a banking entity may retain an unsold allotment for purely speculative purposes. Further, the
Agencies believe that preventing a banking entity from facilitating a private offering could unnecessarily
hinder capital-raising without providing commensurate benefits because issuers use private offerings to
raise capital in avariety of situations and the underwriting exemption’ s requirements limit the potential for
evasion for both registered and private offerings, as noted above.

%7 see Securities Offering Reform, Securities Act Release No. 8591 (July 19, 2005), 70 FR 44,722 (Aug.
3, 2005); 17 CFR 230.405 (defining “automatic shelf registration statement” as a registration statement
filed on Form S-3 (17 CFR 239.13) or Form F-3 (17 CFR 239.33) by awell-known seasoned issuer
pursuant to General Instruction 1.D. or 1.C. of such forms, respectively); 17 CFR 230.415.

38 A bought deal is a distribution technique whereby an underwriter makes a bid for securities without
engaging in a preselling effort, such as book building or distribution of apreliminary prospectus. See, e.g.,
Delayed or Continuous Offering and Sale of Securities, Securities Act Release No. 6470 (June 9, 1983), n.5.

%9 See, e.g., 17 CFR 230.415(a)(4) (defining “at the market offering” as “an offering of equity securities
into an existing trading market for outstanding shares of the same class at other than afixed price”). At the
market offerings may also be referred to as “dribble out” programs.

30 Under the “reverseinquiry” process, an investor may be allowed to purchase securities from the issuer
through an underwriter that is not designated in the prospectus as the issuer's agent by having such
underwriter approach the issuer with an interest from the investor. See Joseph McLaughlin and Charles J.
Johnson, Jr., “Corporate Finance and the Securities Laws’ (4" ed. 2006, supplemented 2012).
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distribution for purposes of this rule regardless of how it is conducted, whether by direct

communication, exchange transactions, or automated execution system.***

As discussed above, some commenters expressed concern that the proposed
definition of “distribution” would prevent a banking entity from acquiring and reselling
securitiesissued in lieu of or to refinance bridge loan facilitiesin reliance on the
underwriting exemption. Bridge financing arrangements can be structured in many
different ways, depending on the context and the specific objectives of the parties
involved. Asaresult, the treatment of securities acquired in lieu of or to refinance a
bridge loan and the subsequent sale of such securities under the final rule depends on the
facts and circumstances. A banking entity may meet the terms of the underwriting
exemption for its bridge loan activity, or it may be able to rely on the market-making
exemption. If the banking entity’s bridge loan activity does not qualify for an exemption

under the rule, then it would not be permitted to engage in such activity.

iv. Definition of “underwriter”

In response to comments, the Agencies are adopting certain modifications to the
proposed definition of “underwriter” to better capture selling group members and to more
closaly resemble the definition of “distribution participant” in Regulation M. In
particular, the Agencies are defining “underwriter” as: (i) a person who has agreed with
an issuer or selling security holder to: (A) purchase securities from the issuer or selling
security holder for distribution; (B) engage in adistribution of securities for or on behalf

of the issuer or selling security holder; or (C) manage a distribution of securitiesfor or on

1 See SIFMA et al. (Prop. Trading) (Feb. 2012).
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behalf of the issuer or selling security holder; or (ii) a person who has agreed to
participate or is participating in adistribution of such securities for or on behalf of the
issuer or selling security holder.?

A number of commenters requested that the Agencies broaden the underwriting
exemption to permit activities in connection with a distribution of securities by any
distribution participant. A few of these commenters interpreted the proposed definition
of “underwriter” as requiring a selling group member to have a written agreement with
the underwriter to participate in the distribution.®*®* These commenters noted that such a
written agreement may not exist under all circumstances. The Agencies did not intend to
require that members of the underwriting syndicate or the lead underwriter have awritten
agreement with all selling group members for each offering or that they be in privity of
contract with the issuer or selling security holder. To provide clarity on thisissue, the
Agencies have modified the language of subparagraph (ii) of the definition to include
firms that, while not members of the underwriting syndicate, have agreed to participate or
are participating in a distribution of securities for or on behalf of the issuer or selling

security holder.

%2 Seefina rule§_.4(a)(4).

%3 The basic documents in firm commitment underwritten securities offerings generally are: (i) the
agreement among underwriters, which establishes the relationship among the managing underwriter, any
co-managers, and the other members of the underwriting syndicate; (ii) the underwriting (or “purchase”)
agreement, in which the underwriters commit to purchase the securities from the issuer or selling security
holder; and (iii) the selected deal ers agreement, in which selling group members agree to certain provisions
relating to the distribution. See Joseph McLaughlin and Charles J. Johnson, Jr., “ Corporate Finance and the
Securities Laws” (4™ ed. 2006, supplemented 2012), Ch. 2. The Agencies understand that two firms may
enter into a master agreement that governs al offerings in which both firms participate as members of the
underwriting syndicate or as a member of the syndicate and a selling group member. See, e.g., SIFMA
Master Selected Dealers Agreement (June 10, 2011), available at www.sifma.org.
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Thefinal rule does not adopt a narrower definition of “underwriter,” as suggested
by two commenters.®*** Although selling group members do not have a direct relationship
with the issuer or selling security holder, they do help facilitate the successful distribution
of securitiesto awider variety of purchasers, such asregional or retail purchasers that
members of the underwriting syndicate may not be able to access as easily. Thus, the
Agencies believe it is consistent with the purpose of the statutory underwriting exemption
and beneficial to recognize and allow the current market practice of an underwriting
syndicate and selling group members collectively facilitating a distribution of securities.
The Agencies note that because banking entities that are selling group members will be
underwriters under the final rule, they will be subject to al the requirements of the
underwriting exemption.

As provided in the preamble to the proposed rule, engaging in the following
activities may indicate that a banking entity is acting as an underwriter under 8 .4(a)(4)
as part of adistribution of securities:

e Assisting anissuer in capital-raising;
e Performing due diligence;

e Advising the issuer on market conditions and assisting in the preparation
of aregistration statement or other offering document;

e Purchasing securities from an issuer, a selling security holder, or an
underwriter for resale to the public;
e Participating in or organizing a syndicate of investment banks;

e Marketing securities; and

3% See AFR et al. (Feb. 2012); Public Citizen.
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e Transacting to provide a post-issuance secondary market and to facilitate
price discovery.>®

The Agencies continue to take the view that the precise activities performed by an
underwriter will vary depending on the liquidity of the securities being underwritten and
the type of distribution being conducted. A banking entity is not required to engage in
each of the above-noted activities to be considered an underwriter for purposes of this
rule. In addition, the Agencies note that, to the extent a banking entity does not meet the
definition of “underwriter” in the final rule, it may be able to rely on the market-making
exemption in the final rule for itstrading activity. In response to comments noting that
APsfor ETFs do not engage in certain of these activities and inquiring whether an AP
would be able to qualify for the underwriting exemption for certain of its activities, the
Agencies believe that many AP activities, such as conducting general creations and
redemptions of ETF shares, are better suited for analysis under the market-making
exemption because they are driven by the demands of other market participants rather
than the issuer, the ETF.>® Whether an AP may rely on the underwriting exemption for
its activitiesin an ETF will depend on the facts and circumstances, including, among
other things, whether the AP meets the definition of “underwriter” and the offering of
ETF shares qualifies as a“distribution.”

To provide further clarity about the scope of the definition of “underwriter,” the
Agencies are defining the terms “ selling security holder” and “issuer” in the final rule.

The Agencies are using the definition of “issuer” from the Securities Act because this

3% See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8352. Post-issuance secondary market
activity is expected to be conducted in accordance with the market-making exemption.

3% Seeinfra Part IV.A.3.

117



definition is commonly used in the context of securities offerings and is well understood
by market participants.®*’ A “selling security holder” is defined as “any person, other
than an issuer, on whose behalf a distribution is made.”*® This definition is consistent

with the definition of “selling security holder” found in the SEC’s Regulation M.>*

V. Activities conducted “in connection with” a distribution

As discussed above, several commenters expressed concern that the proposed
underwriting exemption would not allow a banking entity to engage in certain auxiliary
activities that may be conducted in connection with acting as an underwriter for a
distribution of securitiesin the normal course. These commenters' concerns generally
arose from the use of the word “solely” in § __.4(a)(2)(iii) of the proposed rule, which
400 In

commenters noted was not included in the statute’ s underwriting exemption.

addition, a number of commenters discussed particular activities they believed should be

%7 seefina rule § _.3(e)(9) (defining the term “issuer” for purposes of the proprietary trading provisions
in subpart B of the final rule). Under section 2(a)(4) of the Securities Act, “issuer” is defined as“ every
person who issues or proposes to issue any security; except that with respect to certificates of deposit,
voting-trust certificates, or collateral-trust certificates, or with respect to certificates of interest or sharesin
an unincorporated investment trust not having aboard of directors (or persons performing similar
functions) or of the fixed, restricted management, or unit type, the term ‘issuer’ means the person or
persons performing the acts and assuming the duties of depositor or manager pursuant to the provisions of
the trust or other agreement or instrument under which such securities are issued; except that in the case of
an unincorporated association which provides by its articles for limited liability of any or all of its
members, or in the case of atrust, committee, or other legal entity, the trustees or members thereof shall not
beindividually liable asissuers of any security issued by the association, trust, committee, or other legal
entity; except that with respect to equipment- trust certificates or like securities, the term ‘issuer’ means the
person by whom the equipment or property is or isto be used; and except that with respect to fractional
undivided interestsin oil, gas, or other mineral rights, the term ‘issuer’ means the owner of any such right
or of any interest in such right (whether whole or fractional) who creates fractional interests therein for the
purpose of public offering.” 15 U.S.C. 77b(8)(4).

%8 Final rule§ __.4(a)(5).
3% See 17 CFR 242.100(b).
40 See supra Part IV.A.2.c.1.biiii.
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permitted under the underwriting exemption and indicated the term “solely” created
uncertainty about whether such activities would be permitted.*™

To reduce uncertainty in response to comments, the final rule requires atrading
desk’ s underwriting position to be “held ... and managed ... in connection with” asingle
distribution for which the relevant banking entity is acting as an underwriter, rather than
requiring that a purchase or sale be “effected solely in connection with” such a
distribution. Importantly, for purposes of establishing an underwriting position in
reliance on the underwriting exemption, atrading desk may only engage in activities that
are related to a particular distribution of securities for which the banking entity is acting
as an underwriter. Activities that may be permitted under the underwriting exemption
include stabilization activities,** syndicate shorting and aftermarket short covering,*®
holding an unsold allotment when market conditions may make it impracticable to sell
the entire allotment at a reasonable price at the time of the distribution and selling such

position when it is reasonable to do so,*** and helping the issuer mitigate its risk exposure

01 See supra notes 357, 358, 363-372 and accompanying text.

2 See SIFMA et al. (Prop. Trading) (Feb. 2012). See Anti-Manipulation Rules Concerning Securities
Offerings, Exchange Act Release No. 38067 (Dec. 20, 1996), 62 FR 520, 535 (Jan. 3, 1997) (“Although
stabilization is price-influencing activity intended to induce others to purchase the offered security, when
appropriately regulated it is an effective mechanism for fostering an orderly distribution of securities and
promotes the interests of shareholders, underwriters, and issuers.”).

3 See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Goldman (Prop. Trading). See Proposed
Amendments to Regulation M: Anti-Manipulation Rules Concerning Securities Offerings, Exchange Act
Release No. 50831 (Dec. 9, 2004), 69 FR 75,774, 75,780 (Dec. 17, 2004) (“In the typica offering, the
syndicate agreement allows the managing underwriter to ‘oversell’ the offering, i.e., establish a short
position beyond the number of shares to which the underwriting commitment relates. The underwriting
agreement with the issuer often provides for an ‘ overallotment option’ whereby the syndicate can purchase
additional shares from the issuer or selling shareholdersin order to cover its short position. To the extent
that the syndicate short position isin excess of the overallotment option, the syndicate is said to have taken
an ‘uncovered’ short position. The syndicate short position, up to the amount of the overallotment option,
may be covered by exercising the option or by purchasing sharesin the market once secondary trading
begins.”).

4 See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; BoA; BDA (Feb. 2012).
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arising from the distribution of its securities (e.g., entering into a call-spread option with
an issuer as part of a convertible debt offering to mitigate dilution to existing
shareholders).*®® Such activities should be intended to effectuate the distribution process
and provide benefits to issuers, selling security holders, or purchasersin the distribution.
Existing laws, regulations, and self-regulatory organization rules limit or place certain
requirements around many of these activities. For example, an underwriter’ s subsequent
sale of an unsold allotment must comply with applicable provisions of the federal
securities laws and the rules thereunder. Moreover, any position resulting from these
activities must be included in the trading desk’ s underwriting position, which is subject to
anumber of restrictionsin thefinal rule. Specificaly, as discussed in more detail below,
the trading desk must make reasonable efforts to sell or otherwise reduce its underwriting
position within a reasonable period,*® and each trading desk must have robust limits on,
among other things, the amount, types, and risks of its underwriting position and the
period of time a security may be held.*”” Thus, in general, the underwriting exemption
would not permit atrading desk, for example, to acquire a position as part of its
stabilization activities and hold that position for an extended period.

This approach does not mean that any activity that is arguably connected to a
distribution of securitiesis permitted under the underwriting exemption. Certain
activities noted by commenters are not core to the underwriting function and, thus, are

not permitted under the final underwriting exemption. However, a banking entity may be

%> See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Goldman (Prop. Trading).

“% Seefina rule§ _.4(a)(2)(ii); infra Part 1V.A.2.c.2.c. (discussing the requirement to make reasonable
effortsto sell or otherwise reduce the underwriting position).

7 Seefina rule§ __.4(a)(2)(iii)(B); infra Part IV.A.2.c.3.c. (discussing the required limits for trading
desks engaged in underwriting activity).
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ableto rely on another exemption for such activities (e.g., the market-making or hedging
exemptions), if applicable. For example, atrading desk would not be able to use the
underwriting exemption to purchase a financial instrument from a customer to facilitate
the customer’s ability to buy securities in the distribution.*® Further, purchasing another
financia instrument to help determine how to price the securities that are subject to a
distribution would not be permitted under the underwriting exemption.*® These two
activities may be permitted under the market-making exemption, depending on the facts
and circumstances. In response to one commenter’ s suggestion that hedging the
underwriter’ s risk exposure be permissible under this exemption, the Agencies emphasize
that hedging the underwriter’ s risk exposure is not permitted under the underwriting
exemption.*™® A banking entity must comply with the hedging exemption for such

activity.

% See Wells Fargo (Prop. Trading). The Agencies do not believe this activity is consistent with
underwriting activity because it could result in an underwriting desk holding a variety of positions over
time that are not directly related to a distribution of securities the desk is conducting on behalf of an issuer
or selling security holder. Further, the Agencies believe this activity may be more appropriately analyzed
under the market-making exemption because market makers generally purchase or sell afinancia
instrument at the request of customers and otherwise routinely stand ready to purchase and sell avariety of
related financial instruments.

% Seeid. The Agencies view this activity as inconsistent with underwriting because underwriters
typically engage in other activities, such as book-building and other marketing efforts, to determine the
appropriate price for a security and these activities do not involve taking positions that are unrelated to the
securities subject to distribution. SeeinfralV.A.2.c.2.

410" Although one commenter suggested that an underwriter’s hedging activity be permitted under the
underwriting exemption, we do not believe the requirementsin the proposed hedging exemption would be
unworkable or overly burdensome in the context of an underwriter’s hedging activity. See Goldman (Prop.
Trading). Asnoted above, underwriting activity is of arelatively distinct nature, which is substantially
different from market-making activity, which is more dynamic and involves more frequent trading activity
giving rise to avariety of positions that may naturally hedge the risks of certain other positions. The
Agencies believe it is appropriate to require that atrading desk comply with the requirements of the
hedging exemption when it is hedging the risks of its underwriting position, while allowing atrading desk’s
market making-related hedging under the market-making exemption.
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In response to comments about the sale of a security to an intermediate entity in

connection with a structured finance product,**

the Agencies have not modified the
underwriting exemption. Underwriting is distinct from product development. Thus,
parties must adjust activities associated with developing structured finance products or
meet the terms of other available exemptions. Similarly, the accumulation of securities
or other assets in anticipation of a securitization or resecuritization is not an activity
conducted “in connection with” underwriting for purposes of the exemption.*? This
activity istypically engaged in by an issuer or sponsor of a securitized product in that

capacity, rather than in the capacity of an underwriter. The underwriting exemption only

permits a banking entity’ s activities when it is acting as an underwriter.

2. Near term customer demand requirement
a Proposed near term customer demand requirement

Like the statute, 8 .4(a)(2)(v) of the proposed rule required that the
underwriting activities of the banking entity with respect to the covered financial position
be designed not to exceed the reasonably expected near term demands of clients,

customers, or counterparties.*

1 See |Cl (Feb. 2012); AFR et al. (Feb. 2012); Occupy; Alfred Brock.

#12° A panking entity may accumulate loans in anticipation of securitization because loans are not financial
instruments under thefinal rule. See supraPart 1V.A.1.c.

“3 See proposed rule § __.4(a)(2)(v); Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8353.
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b. Comments regarding the proposed near term customer demand requirement

Both the statute and the proposed rule require a banking entity’ s underwriting
activity to be “designed not to exceed the reasonably expected near term demands of
clients, customers, or counterparties.”** Several commenters requested that this standard
be interpreted in a flexible manner to allow a banking entity to participate in an offering
that may require it to retain an unsold allotment for aperiod of time.*" In addition, one
commenter stated that the final rule should provide flexibility in this standard by
recognizing that the concept of “near term” differs between asset classes and depends on
the liquidity of the market.**® Two commenters expressed views on how the near term
customer demand requirement should work in the context of a securitization or creating
what the commenters characterized as “ structured products’ or “ structured
instruments.”

Many commenters expressed concern that the proposed requirement, if narrowly
interpreted, could prevent an underwriter from holding aresidual position for which there
is no immediate demand from clients, customers, or counterparties.**® Commenters noted

that there are avariety of offerings that present some risk of an underwriter having to

hold aresidual position that cannot be sold in the initial distribution, including “bought

44 SeesupraPart IV.A.2.c.2.a

45 See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA; BDA (Feb. 2012); RBC. Another commenter
requested that this requirement be eliminated or changed to “underwriting activities of the banking entity
with respect to the covered financia position must be designed to meet the near-term demands of clients,
customers, or counterparties.” See Japanese Bankers Assn. .

416 3ee RBC (stating that the Board has found acceptable the retention of assets acquired in connection
with underwriting activities for a period of 90 to 180 days and has further permitted holding periods of up
to ayear in certain circumstances, such asfor less liquid securities).

7 See AFR et al. (Feb. 2012); Sens. Merkley & Levin (Feb. 2012).
“18 See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA: BDA (Feb. 2012); RBC.
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deals,”** rights offerings,*® and fixed-income offerings.*** A few commenters noted
that similar scenarios can arisein the case of an AP creating more shares of an ETF than
it can sell*? and bridge loans.*® Two commentersindicated that if the rule does not
provide greater clarity and flexibility with respect to the near term customer demand
requirement, a banking entity may be less inclined to participate in a distribution where
there is the potential risk of an unsold alotment, may price such risk into the fees charged
to underwriting clients, or may be forced into a“fire sale” of the unsold allotment.**
Several other commenters provided views on whether a banking entity should be

ableto hold aresidual position from an offering pursuant to the underwriting exemption,

although they did not generally link their comments to the proposed near term demand

19 See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA: RBC. These commenters generally stated that an
underwriter for a“bought deal” may end up with an unsold allotment because, pursuant to this type of
offering, an underwriter makes a commitment to purchase securities from an issuer or selling security
holder, without pre-commitment marketing to gauge customer interest, in order to provide greater speed
and certainty of execution. See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC.

20 e SIFMA et al. (Prop. Trading) (Feb. 2012) (representing that because an underwriter generally
backstops a rights offering by committing to exercise any rights not exercised by shareholders, the
underwriter may end up holding aresidual portion of the offering if investors do not exercise all of the
rights).

2l See BDA (Feb. 2012). This commenter stated that underwriters frequently underwrite bondsin the
fixed-income market knowing that they may need to retain unsold allotments in their inventory. The
commenter indicated that this scenario arises because the fixed-income market is not as deep as other
markets, so underwriters frequently cannot sell bonds when they go to market; instead, the underwriters
will retain the bonds until a sufficient amount of liquidity is available in the market. Seeid.

22 See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA.

2 See BoA; RBC; LSTA (Feb. 2012). One of these commenters stated that, in the case of securities
issued in lieu of or to refinance bridge loan facilities, market conditions or investor demand may change
during the period of time between extension of the bridge commitment and when the bridge loan is required
to be funded or such securities are required to be issued. Asaresult, this commenter requested that the
near term demands of clients, customers, or counterparties be measured at the time of the initial extension
of the bridge commitment. See LSTA (Feb. 2012).

424 See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC.
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requirement.*”® Many of these commenters expressed concern about permitting a
banking entity to retain a portion of an underwriting and noted potentia risks that may
arise from such activity.*® For example, some of these commenters stated that retention
or warehousing of underwritten securities can be an indication of impermissible
proprietary trading intent (particularly if systematic), or may otherwise result in high-risk

42" One of these commenters recommended the

exposures or conflicts of interests.
Agencies use ametric to monitor the size of residual positions retained by an
underwriter,*® while another commenter suggested adding a requirement to the proposed
exemption to provide that a“substantial” unsold or retained allotment would be an
indication of prohibited proprietary trading.*”® Similarly, one commenter recommended
that the Agencies consider whether there are sufficient provisions in the proposed rule to
reduce the risks posed by banking entities retaining or warehousing underwritten
instruments, such as subprime mortgages, collateralized debt obligation tranches, and
high yield debt of leveraged buyout issuers, which poses heightened financial risk at the
top of economic cycles.**°

Other commenters indicated that undue restrictions on an underwriter’s ability to

retain a portion of an offering may result in certain harms to the capital-raising process.

% See AFR et al. (Feb. 2012); CalPERS; Occupy; Public Citizen; Goldman (Prop. Trading); Fidelity;
Japanese Bankers Ass'n.; Sens. Merkley & Levin (Feb. 2012); Alfred Brock.

%% See AFR et al. (Feb. 2012); CalPERS; Occupy; Public Citizen; Alfred Brock.

21 See AFR et al. (Feb. 2012) (recognizing, however, that a small portion of an underwriting may
occasionaly be “hung”); CaPERS; Occupy (stating that a banking entity’s retention of unsold allotments
may result in potential conflicts of interest).

%8 See AFR et al. (Feb. 2012).

2% See Occupy (stating that the meaning of the term “substantial” would depend on the circumstances of
the particular offering).

4% gee CalPERS.
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These commenters represented that unclear or negative treatment of residual positions
will make banking entities averse to the risk of an unsold allotment, which may result in
banking entities underwriting smaller offerings, less capital generation for issuers, or
higher underwriting discounts, which would increase the cost of raising capital for

businesses.**!

One of these commenters suggested that a banking entity be permitted to
hold aresidual position under the underwriting exemption as long as it continues to take
reasonabl e steps to attempt to dispose of the residual position in light of existing market
conditions.**

In addition, in response to a question in the proposal, one commenter expressed
the view that the rule should not require documentation with respect to residual positions
held by an underwriter.*** In the case of securitizations, one commenter stated that if the
underwriter wishes to retain some of the securities or bonds in its longer-term investment
book, such decisions should be made by a separate officer, subject to different standards
and compensation.***

Two commenters discussed how the near term customer demand requirement
should apply in the context of a banking entity acting as an underwriter for a

securitization or structured product.”® One of these commenters indicated that the near

term demand requirement should be interpreted to require that a distribution of securities

1 See Goldman (Prop. Trading); Fidelity (expressing concern that this may result in a more concentrated
supply of securities and, thus, decrease the opportunity for diversification in the portfolios of shareholders
funds).

%2 See Goldman (Prop. Trading).

% See Japanese Bankers Ass n.

% See Sens. Merkley & Levin (Feb. 2012).

% See AFR et al. (Feb. 2012); Sens. Merkley & Levin (Feb. 2012).
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facilitate pre-existing client demand. This commenter stated that a banking entity should
not be considered to meet the terms of the proposed requirement if, on the firm’s own
initiative, it designs and structures a complex, novel instrument and then seeks customers
for the instrument, while retaining part of the issuance on its own book. The commenter
further emphasi zed that underwriting should involve two-way demand — clients who want
assistance in marketing their securities and customers who may wish to purchase the
securities — with the banking entity serving as an intermediary.”® Another commenter
indicated that an underwriting should likely be seen as adistribution of all, or nearly all,
of the securities related to a securitization (excluding any amount required for credit risk
retention purposes) along atime line designed not to exceed reasonably expected near
term demands of clients, customers, or counterparties. According to the commenter, this
approach would serve to minimize the arbitrage and risk concentration possibilities that
can arise through the securitization and sale of some tranches and the retention of other
tranches.**’

One commenter expressed concern that the proposed near term customer demand
requirement may impact a banking entity’s ability to act as primary dealer because some
primary dealers are obligated to bid on each issuance of a government’s sovereign debt,
without regard to expected customer demand.**® Two other commenters expressed

general concern that the proposed underwriting exemption may be too narrow to permit

“% See AFR et al. (Feb. 2012)
7 See Sens. Merkley & Levin (Feb. 2012).

438 See Banco de México.
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banking entities that act as primary dealersin or for foreign jurisdictions to continue to
meet the relevant jurisdiction’s primary dealer requirements.**

C. Final near term customer demand requirement

The final rule requires that the amount and types of the securitiesin the trading
desk’ s underwriting position be designed not to exceed the reasonably expected near term
demands of clients, customers, or counterparties, and reasonabl e efforts be made to sell or
otherwise reduce the underwriting position within a reasonable period, taking into
account the liquidity, maturity, and depth of the market for the relevant type of
security.**® As noted above, the near term demand standard originates from section
13(d)(1)(B) of the BHC Act, and a similar requirement was included in the proposed
rule*! The Agencies are making certain modifications to the proposed approach in
response to comments.

In particular, the Agencies are clarifying the operation of this requirement,
particularly with respect to unsold allotments.*** Under this requirement, a trading desk
must have a reasonabl e expectation of demand from other market participants for the

amount and type of securities to be acquired from an issuer or selling security holder for

¥ See SIFMA et al. (Prop. Trading) (Feb. 2012); 11B/EBF. One of these commenters represented that
many banking entities serve as primary dealersin jurisdictions in which they operate, and primary dealers
often: (i) are subject to minimum purchase and other obligationsin the jurisdiction’s foreign sovereign
debt; (ii) play important roles in underwriting and market making in State, provincial, and municipal debt
issuances; and (iii) act as intermediaries through which a government’ s financial and monetary policies
operate. Thiscommenter stated that, due to these considerations, restrictions on the ability of banking
entities to act as primary dealer are likely to harm the governments they serve. See |IB/EBF.

“0 Final rule § __.4(a)(2)(ii).

“! The proposed rule required the underwriting activities of the banking entity with respect to the covered
financial position to be designed not to exceed the reasonably expected near term demands of clients,
customers, or counterparties. See proposedrule 8 __.4(a)(2)(v).

#2 See supra Part 1V.A.2.c.2.b. (discussing commenters’ concerns that the proposed near term customer
demand requirement may limit a banking entity’s ability to retain an unsold allotment).
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distribution.**®* Such reasonable expectation may be based on factors such as current
market conditions and prior experience with similar offerings of securities. A banking
entity is not required to engage in book-building or similar marketing efforts to determine
investor demand for the securities pursuant to this requirement, although such efforts may
form the basis for the trading desk’ s reasonabl e expectation of demand. While an issuer
or selling security holder can be considered to be a client, customer, or counterparty of a
banking entity acting as an underwriter for its distribution of securities, this requirement
cannot be met by accounting solely for the issuer’s or selling security holder’ s desire to
sell the securities.*** However, the expectation of demand does not require a belief that
the securities will be placed immediately. Thetime it takesto carry out a distribution
may differ based on the liquidity, maturity, and depth of the market for the type of

security.**

“3 A banking entity may not structure a complex instrument on its own initiative using the underwriting
exemption. It may use the underwriting exemption only with respect to distributions of securities that
comply with the final rule. The Agencies believe this requirement addresses one commenter’s concern that
abanking entity could rely on the underwriting exemption without regard to anticipated customer demand.
See AFR et al. (Feb. 2012) In addition, atrading desk hedging the risks of an underwriting position in a
complex, novel instrument must comply with the hedging exemption in the final rule.

4“4 Anissuer or selling security holder for purposes of this rule may include, among others, corporate
issuers, sovereign issuers for which the banking entity acts as primary dealer (or functional equivalent), or
any other person that is an issuer, as defined in final rule 8 __.3(e)(9), or a selling security holder, as
defined infinal rule § __.4(a)(5). The Agencies believe that the underwriting exemption in the final rule
should generally alow a primary dealer (or functional equivalent) to act as an underwriter for a sovereign
government’ s issuance of its debt because, similar to other underwriting activities, thisinvolves a banking
entity agreeing to distribute securities for an issuer (in this case, the foreign sovereign) and engaging in a
distribution of such securities. See SIFMA et al. (Prop. Trading) (Feb. 2012); |1B/EBF; Banco de México.
A banking entity acting as primary dealer (or functional equivalent) may also be able to rely on the market-
making exemption or other exemptions for some of its activities. Seeinfra Part IV.A.3.c.2.c. Thefinal rule
defines “ client, customer, or counterparty” for purposes of the underwriting exemption as “ market
participants that may transact with the banking entity in connection with a particular distribution for which
the banking entity is acting as underwriter.” Final rule & __.4(a)(7).

“> One commenter stated that, in the case of a securitization, an underwriting should be Seen asa
distribution of all, or nearly all, of the securities related to a securitization (excluding the amount required
for credit risk retention purposes) along atime line designed not to exceed the reasonably expected near
term demands of clients, customers, or counterparties. See Sens. Merkley & Levin (Feb. 2012). Thefinal
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This requirement is not intended to prevent atrading desk from distributing an
offering over areasonable time consistent with market conditions or from retaining an
unsold allotment of the securities acquired from an issuer or selling security holder where
holding such securities is hecessary due to circumstances such as less-than-expected
purchaser demand at a given price.**® An unsold allotment is, however, subject to the
requirement to make reasonable efforts to sell or otherwise reduce the underwriting

position.**” The definition of “underwriting position” includes, among other things, any

rule’ s near term customer demand requirement considers the liquidity, maturity, and depth of the market for
the type of security and recognizes that the amount of time a trading desk may need to hold an underwriting
position may vary based on these factors. The final rule does not, however, adopt a standard that applies
differently based solely on the particular type of security being distributed (e.g., an asset-backed security
versus an equity security) or that precludes certain types of securities from being distributed by a banking
entity acting as an underwriter in accordance with the requirements of this exemption because the Agencies
believe the statute is best read to permit a banking entity to engage in underwriting activity to facilitate
distributions of securities by issuers and selling security holders, regardless of type, to provide client-
oriented financial services. That reading is consistent with the statute’ s language and finds support in the
legidative history. See 156 Cong. Rec. S5895-S5896 (daily ed. July 15, 2010) (statement of Sen. Merkley)
(stating that the underwriting exemption permits “transactions that are technically trading for the account of
the firm but, in fact, facilitate the provision of near-term client-oriented financial services’). In addition,
with respect to this commenter’ s statement regarding credit risk retention requirements, the Agencies note
that compliance with the credit risk retention regquirements of Section 15G of the Exchange Act would not
impact the availability of the underwriting exemption in the final rule.

“% This approach should help address commenters concerns that an inflexible interpretation of the near
term demand requirement could result in fire sales, higher fees for underwriting services, or reluctance to
act as an underwriter for certain types of distributions that present a greater risk of unsold allotments. See
SIFMA et al. (Prop. Trading) (Feb. 2012); RBC. Further, the Agencies believe this should reduce
commenters concernsthat, to the extent a delayed distribution of securities, which are acquired as aresult
of an outstanding bridge loan, is able to qualify for the underwriting exemption, a stringent interpretation of
the near term demand requirement could prevent a banking entity from retaining such securities if market
conditions are suboptimal or marketing efforts are not entirely successful. See RBC; BoA; LSTA (Feb.
2012). Inresponse to one commenter’s request that the Agencies allow a banking entity to assess near term
demand at the time of the initial extension of the bridge commitment, the Agencies believe it could be
appropriate to determine whether the banking entity has a reasonable expectation of demand from other
market participants for the amount and type of securities to be acquired at that time, but note that the
trading desk would continue to be subject to the requirement to make reasonabl e efforts to sell the resulting
underwriting position at the time of the initial distribution and for the remaining time the securitiesarein
itsinventory. See LSTA (Feb. 2012).

“" The Agencies believe that requiring atrading desk to make reasonable efforts to sell or otherwise
reduce its underwriting position addresses commenters' concerns about the risks associated with unsold
allotments or the retention of underwritten instruments because this requirement is designed to prevent a
trading desk from retaining an unsold allotment for speculative purposes when there is customer buying
interest for the relevant security at commercially reasonable prices. Thus, the Agencies believe this
obviates the need for certain additional requirements suggested by commenters. See, e.g., Occupy; AFR et
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residual position from the distribution that is managed by the trading desk. Thefinal rule
includes the requirement to make reasonable efforts to sell or otherwise reduce the
trading desk’ s underwriting position in order to respond to comments on the issue of
when a banking entity may retain an unsold allotment when it is acting as an underwriter,
as discussed in more detail below, and ensure that the exemption is available only for
activities that involve underwriting activities, and not prohibited proprietary trading.**
As ageneral matter, commenters expressed differing views on whether an
underwriter should be permitted to hold an unsold allotment for a certain period of time
after theinitial distribution. For example, afew commenters suggested that limitations

al** or would

on retaining an unsold allotment would increase the cost of raising capit
negatively impact certain types of securities offerings (e.g., bought deals, rights offerings,

and fixed-income offerings).**° Other commenters, however, expressed concern that the

al. (Feb. 2012); CalPERS. Thefinal rule strikes an appropriate balance between the concerns raised by
these commenters and those noted by other commenters regarding the potential market impacts of strict
requirements against holding an unsold allotment, such as higher fees to underwriting clients, fire sales of
unsold allotments, or general reluctance to participate in any distribution that presents arisk of an unsold
allotment. The requirement to make reasonable effortsto sell or otherwise reduce the underwriting position
should not cause the market impacts predicted by these commenters because it does not prevent an
underwriter from retaining an unsold allotment for a reasonable period or impose strict holding period
limits on unsold alotments. See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Goldman (Prop.
Trading); Fidelity.

“8 This approach is generally consistent with one commenter’ s suggested approach to addressing the issue
of unsold alotments. See, e.g., Goldman (Prop. Trading) (suggesting that a banking entity be permitted to
hold aresidual position under the underwriting exemption as long as it continues to take reasonable steps to
attempt to dispose of the residual position in light of existing market conditions). In addition, allowing an
underwriter to retain an unsold allotment under certain circumstances is consistent with the proposal. See
Joint Proposal, 76 FR at 68,867 (“ There may be circumstances in which an underwriter would hold
securities that it could not sell in the distribution for investment purposes. If the acquisition of such unsold
securities were in connection with the underwriting pursuant to the permitted underwriting activities
exemption, the underwriter would also be able to dispose of such securities at alater time.”); CFTC
Proposal, 77 FR at 8352. A number of commenters raised questions about whether the rule would permit
retaining an unsold allotment. See Goldman (Prop. Trading); Fidelity; SIFMA et al. (Prop. Trading) (Feb.
2012); BoA; RBC; AFR et al. (Feb. 2012); CaPERS; Occupy; Public Citizen; Alfred Brock.

“9 See Goldman (Prop. Trading); Fidelity.
0 See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA: RBC.
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proposed exemption would alow a banking entity to retain a portion of adistribution for
speculative purposes.**

The Agencies believe the requirement to make reasonabl e efforts to sell or
otherwise reduce the underwriting position appropriately addresses both sets of
comments. More specifically, this standard clarifies that an underwriter generally may
retain an unsold allotment that it was unable to sell to purchasers as part of theinitial
distribution of securities, provided it had areasonable expectation of buying interest and
engaged in reasonable selling efforts.*? This should reduce the potential for the negative
impacts of a more stringent approach predicted by commenters, such as increased fees for
underwriting, greater costs to businesses for raising capital, and potential fire sales of
unsold allotments.** However, to address concerns that a banking entity may retain an
unsold allotment for purely speculative purposes, the Agencies are requiring that
reasonable efforts be made to sell or otherwise reduce the underwriting position, which
includes any unsold allotment, within areasonable period. The Agencies agree with
these commenters that systematic retention of an underwriting position, without engaging
in efforts to sell the position and without regard to whether the trading desk is able to sell
the securities at acommercially reasonable price, would be indicative of impermissible

proprietary trading intent.** The Agencies recognize that the meaning of “reasonable

! See AFR et al. (Feb. 2012); CalPERS; Occupy; Public Citizen; Alfred Brock.

%2 To the extent that an AP for an ETF is able to meet the terms of the underwriting exemption for its
activity, it may be able to retain ETF sharesthat it created if it had a reasonable expectation of buying
interest in the ETF shares and engages in reasonable efforts to sell the ETF shares. See SIFMA et al. (Prop.
Trading) (Feb. 2012); BoA.

3 See Goldman (Prop. Trading); Fidelity; SIFMA et al. (Prop. Trading) (Feb. 2012); RBC.
% See AFR et al. (Feb. 2012); CalPERS; Occupy.
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period” may differ based on the liquidity, maturity, and depth of the market for the
relevant type of securities. For example, an underwriter may be more likely to retain an
unsold allotment in abond offering because liquidity in the fixed-income market is
generally not as deep as that in the equity market. If atrading desk retains an
underwriting position for a period of time after the distribution, the trading desk must
manage the risk of its underwriting position in accordance with its inventory and risk
limits and authorization procedures. As discussed above, hedging transactions
undertaken in connection with such risk management activities must be conducted in
compliance with the hedging exemptionin 8 __.5 of the final rule.

The Agencies emphasize that the requirement to make reasonable effortsto sell or
otherwise reduce the underwriting position applies to the entirety of the trading desk’s
underwriting position. Asaresult, this requirement applies to a number of different
scenarios in which an underwriter may hold along or short position in the securities that
are the subject of adistribution for a period of time. For example, if an underwriter is
facilitating a distribution of securities for which there is sufficient investor demand to
purchase the securities at the offering price, this requirement would prevent the
underwriter from retaining a portion of the allotment for its own account instead of
selling the securities to interested investors. If instead there was insufficient investor
demand at the time of the initial offering, this requirement would recognize that it may be
appropriate for the underwriter to hold an unsold allotment for a reasonable period of

time. Under these circumstances, the underwriter would need to make reasonable efforts
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to sell the unsold allotment when there is sufficient market demand for the securities.*®
This requirement would also apply in situations where the underwriters sell securitiesin
excess of the number of securities to which the underwriting commitment rel ates,
resulting in a syndicate short position in the same class of securities that were the subject
of the distribution.**® This provision of the final exemption would require reasonable
efforts to reduce any portion of the syndicate short position attributable to the banking
entity that is acting as an underwriter. Such reduction could be accomplished if, for
example, the managing underwriter exercises an overallotment option or shares are
purchased in the secondary market to cover the short position.

The near term demand requirement, including the requirement to make reasonable
efforts to reduce the underwriting position, represents a new regulatory requirement for
banking entities engaged in underwriting. At the margins, this requirement could alter
the participation decision for some banking entities with respect to certain types of
distributions, such as distributions that are more likely to result in the banking entity
retaining an underwriting position for aperiod of time.**’ However, the Agencies
recognize that liquidity, maturity, and depth of the market vary across types of securities,

and the Agencies expect that the express recognition of these differencesin therule

% The trading desk’ s retention and sale of the unsold allotment must comply with the federal securities
laws and regulations, but is otherwise permitted under the underwriting exemption.

% See supra note 403.

7 For example, some commenters suggested that the proposed underwriting exemption could have a
chilling effect on banking entities' willingness to engage in underwriting activities. See, e.g., Lord Abbett;
Fidelity. Further, some commenters expressed concern that the proposed near term customer demand
requirement might negatively impact certain forms of capital-raising if the requirement is interpreted
narrowly or inflexibly. See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA; BDA (Feb. 2012); RBC.
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should help mitigate any incentive to exit the underwriting business for certain types of
securities or types of distributions.

3. Compliance program requirement
a Proposed compliance program requirement

Section __.4(a)(2)(i) of the proposed exemption required a banking entity to
establish an internal compliance program, as required by 8 .20 of the proposed rule,
that is designed to ensure the banking entity’ s compliance with the requirements of the
underwriting exemption, including reasonably designed written policies and procedures,
internal controls, and independent testing.”*® This requirement was proposed so that any
banking entity relying on the underwriting exemption would have reasonably designed
written policies and procedures, internal controls, and independent testing in place to
support its compliance with the terms of the exemption.**

b. Comments on the proposed compliance program requirement

Commenters did not directly address the proposed compliance program
regquirement in the underwriting exemption. Comments on the proposed compliance
program requirement of 8 _ .20 of the proposed rule are discussed in Part IV.C., below.

C. Final compliance program requirement

The final rule includes a compliance program requirement that is similar to the
proposed requirement, but the Agencies are making certain enhancements to emphasize

the importance of a strong internal compliance program. More specifically, the final rule

8 Seeproposed rule § _.4(8)(2)(i).
%9 See Joint Proposal, 76 FR at 68,866; CFTC Proposal, 77 FR at 8352.
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requires that a banking entity’ s compliance program specifically include reasonably
designed written policies and procedures, internal controls, analysis and independent
testing®® identifying and addressing: (i) the products, instruments or exposures each
trading desk may purchase, sell, or manage as part of its underwriting activities;*®" (ii)
limits for each trading desk, based on the nature and amount of the trading desk’s
underwriting activities, including the reasonably expected near term demands of clients,

462

customers, or counterparties;™ (iii) internal controls and ongoing monitoring and

analysis of each trading desk’s compliance with its limits;*®®

and (iv) authorization
procedures, including escal ation procedures that require review and approval of any trade
that would exceed one or more of atrading desk’s limits, demonstrable analysis of the
basis for any temporary or permanent increase to one or more of atrading desk’s limits,
and independent review (i.e., by risk managers and compliance officers at the appropriate
level independent of the trading desk) of such demonstrable analysis and approval .*®*

As noted above, the proposed compliance program requirement did not include
the four specific elements listed above in the proposed underwriting exemption, although

each of these provisions was included in some form in the detailed compliance program

requirement under Appendix C of the proposed rule.*®® The Agencies are moving these

0 The independent testing standard is discussed in more detail in Part IV.C., which discusses the
compliance program requirement in § .20 of thefina rule.

L Seefina rule § __4(a)(2)(iii)(A).

2 Seefina rule§ _.4(a)(2)(iii)(B). A trading desk must have limits on the amount, types, and risk of the
securities in its underwriting position, level of exposuresto relevant risk factors arising from its
underwriting position, and period of time a security may be held. Seeid.

63 Seefina rule§ _.4(a)(2)(iii)(C).
%4 Seefina rule§ _.4(a)(2)(ii)(D).

“6% See Joint Proposal, 76 FR at 68,963-68,967 (requiring certain banking entities to establish, maintain,
and enforce compliance programs with, among other things: (i) written policies and procedures that
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particular requirements, with certain enhancements, into the underwriting exemption
because the Agencies believe these are core elements of a program to ensure compliance
with the underwriting exemption. These compliance procedures must be established,
implemented, maintained, and enforced for each trading desk engaged in underwriting
activity under 8 __.4(a) of thefinal rule. Each of the requirementsin paragraphs

@ (2)(iii)(A) through (D) must be appropriately tailored to the individual trading
activities and strategies of each trading desk.

The compliance program requirement in the underwriting exemption is
substantially similar to the compliance program requirement in the market-making
exemption, except that the Agencies are requiring more detailed risk management
procedures in the market-making exemption due to the nature of that activity.*® The
Agencies believe including similar compliance program requirements in the underwriting
and market-making exemptions may reduce burdens associated with building and
maintai ning compliance programs for each trading desk.

I dentifying in the compliance program the relevant products, instruments, and
exposures in which atrading desk is permitted to trade will facilitate monitoring and
oversight of compliance with the underwriting exemption. For example, this requirement
should prevent an individual trader on an underwriting desk from establishing positions
in instruments that are unrelated to the desk’s underwriting function. Further, the

identification of permissible products, instruments, and exposures will help form the

describe atrading unit’ s authorized instruments and products; (ii) internal controls for each trading unit,
including risk limits for each trading unit and surveillance procedures; and (iii) a management framework,
including management procedures for overseeing compliance with the proposed rule).

“65 Seefinal rule 88 _.4(a)(2)(ii), __.4(b)(2)(iii).
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basis for the specific types of position and risk limits that the banking entity must
establish and is relevant to considerations throughout the exemption regarding the
liquidity, maturity, and depth of the market for the relevant type of security.

A trading desk must have limits on the amount, types, and risk of the securitiesin
its underwriting position, level of exposuresto relevant risk factors arising fromits
underwriting position, and period of time a security may be held. Limits established
under this provision, and any modifications to these limits made through the required
escalation procedures, must account for the nature and amount of the trading desk’s
underwriting activities, including the reasonably expected near term demands of clients,
customers, or counterparties. Among other things, these limits should be designed to
prevent atrading desk from systematically retaining unsold allotments even when thereis
customer demand for the positions that remain in the trading desk’ s inventory. The
Agencies recognize that trading desks' limits may differ across types of securities and
acknowledge that trading desks engaged in underwriting activitiesin less liquid
securities, such as corporate bonds, may require different inventory, risk exposure, and
holding period limits than trading desks engaged in underwriting activitiesin more liquid
securities, such as certain equity securities. A trading desk hedging the risks of an
underwriting position must comply with the hedging exemption, which provides for
compliance procedures regarding risk management.*®’

Furthermore, a banking entity must establish internal controls and ongoing

monitoring and analysis of each trading desk’s compliance with its limits, including the

7 Seefina rule§ 5.
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frequency, nature, and extent of atrading desk exceeding its limits.*® Thismay include
the use of management and exception reports. Moreover, the compliance program must

set forth a process for determining the circumstances under which atrading desk’ s limits
may be modified on atemporary or permanent basis (e.g., due to market changes).

As noted above, a banking entity’ s compliance program for trading desks engaged
in underwriting activity must also include escalation procedures that require review and
approval of any trade that would exceed one or more of atrading desk’s limits,
demonstrable analysis that the basis for any temporary or permanent increase to one or
more of atrading desk’slimitsis consistent with the near term customer demand
requirement, and independent review of such demonstrable analysis and approval .*®°
Thus, to increase alimit of atrading desk, there must be an analysis of why such increase
would be appropriate based on the reasonably expected near term demands of clients,
customers, or counterparties, which must be independently reviewed. A banking entity
also must maintain documentation and records with respect to these elements, consistent
with the requirement of § _.20(b)(6).

Asdiscussed in more detail in Part IV.C., the Agencies recognize that the
compliance program requirements in the final rule will impose certain costs on banking
entities but, on balance, the Agencies believe such requirements are necessary to facilitate

compliance with the statute and the final rule and to reduce the risk of evasion.*”

8 Seefina rule § __.4(8)(2)(iii)(C).
%9 Seefina rule § __.4(a)(2)(iii)(D).

470 See Part |V.C. (discussing the compliance program requirement in § .20 of thefinal rule).
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4, Compensation requirement
a Proposed compensation requirement

Another provision of the proposed underwriting exemption required that the
compensation arrangements of persons performing underwriting activities at the banking
entity must be designed not to encourage proprietary risk-taking.*”* In connection with
this requirement, the proposal clarified that although a banking entity relying on the
underwriting exemption may appropriately take into account revenues resulting from
movements in the price of securities that the banking entity underwrites to the extent that
such revenues reflect the effectiveness with which personnel have managed underwriting
risk, the banking entity should provide compensation incentives that primarily reward
client revenues and effective client service, not proprietary risk-taking.*"2

b. Comments on the proposed compensation requirement

A few commenters expressed general support for the proposed requirement, but
suggested certain modifications that they believed would enhance the requirement and

make it more effective.*”

Specifically, one commenter suggested tailoring the
requirement to underwriting activity by, for example, ensuring that personnel involved in
underwriting are given compensation incentives for the successful distribution of
securities off the firm’s balance sheet and are not rewarded for profits associated with

securities that are not successfully distributed (although losses from such positions should

4" See proposed rule § __.4(a)(2)(vii); Joint Proposal, 76 FR at 68,868; CFTC Proposal, 77 FR at 8353.
472 ge@
" See Occupy; AFR et al. (Feb. 2012); Better Markets (Feb. 2012).
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be taken into consideration in determining the employee’ s compensation). This
commenter further recommended that bonus compensation for adeal be withheld until all
or a high percentage of the relevant securities are distributed.*”* Finally, one commenter
suggested that the term “designed” should be removed from this provision.*

C. Final compensation requirement

Similar to the proposed rule, the underwriting exemption in the final rule requires
that the compensation arrangements of persons performing the banking entity’s
underwriting activities, as described in the exemption, be designed not to reward or
incentivize prohibited proprietary trading.*”® The Agencies do not intend to preclude an
employee of an underwriting desk from being compensated for successful underwriting,
which involves some risk-taking.

Consistent with the proposal, activities for which a banking entity has established
a compensation incentive structure that rewards speculation in, and appreciation of, the
market value of securities underwritten by the banking entity are inconsistent with the
underwriting exemption. A banking entity may, however, take into account revenues
resulting from movementsin the price of securities that the banking entity underwrites to
the extent that such revenues reflect the effectiveness with which personnel have
managed underwriting risk. The banking entity should provide compensation incentives

that primarily reward client revenues and effective client services, not prohibited

" See AFR et al. (Feb. 2012).
4% See Occupy.

4% Seefina rule§ _.4(a)(2)(iv); proposed rule § _.4(a)(2)(vii). Thisis consistent with the final
compensation requirements in the market-making and hedging exemptions. Seefinal rule § __.4(b)(2)(v);
final rule § __.5(b)(3).
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proprietary trading. For example, a compensation plan based purely on net profit and
loss with no consideration for inventory control or risk undertaken to achieve those
profits would not be consistent with the underwriting exemption.

The Agencies are not adopting an approach that prevents an employee from
receiving any compensation related to profits arising from an unsold allotment, as
suggested by one commenter, because the Agencies believe the final rule already
includes sufficient controls to prevent atrading desk from intentionaly retaining an
unsold allotment to make a speculative profit when such alotment could be sold to
customers.*’” The Agencies also are not requiring compensation to be vested for a period
of time, as recommended by one commenter to reduce traders’ incentives for undue risk-
taking. The Agencies believe the final rule includes sufficient controls around risk-taking
activity without a compensation vesting requirement because a banking entity must
establish limits for atrading desk’ s underwriting position and the trading desk must make
reasonabl e efforts to sell or otherwise reduce the underwriting position within a
reasonable period.*”® The Agencies continue to believe it is appropriate to focus on the
design of a banking entity’ s compensation structure, so the Agencies are not removing
the term “designed” from this provision.*’”® Thisretains an objective focus on actions that
the banking entity can control — the design of its incentive compensation program — and
avoids a subjective focus on whether an employee feels incentivized by compensation,

which may be more difficult to assess. In addition, the framework of the final

4" See AFR et al. (Feb. 2012); supra Part 1V.A.2.c.2.c. (discussing the requirement to make reasonable
effortsto sell or otherwise reduce the underwriting position).

48 See AFR et al. (Feb. 2012).
479 See Occupy.
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compensation requirement will allow banking entities to better plan and control the
design of their compensation arrangements, which should reduce costs and uncertainty
and enhance monitoring, than an approach focused solely on individual outcomes.

5. Registration requirement
a Proposed registration requirement

Section __.4(a)(2)(iv) of the proposed rule would have required that a banking
entity have the appropriate dealer registration or be exempt from registration or excluded
from regulation as a dealer to the extent that, in order to underwrite the security at issue, a
person must generally be aregistered securities dealer, municipal securities dealer, or
government securities dealer.*® Further, if the banking entity was engaged in the
business of adealer outside the United States in a manner for which no U.S. registration
isrequired, the proposed rule would have required the banking entity to be subject to
substantive regulation of its dealing businessin the jurisdiction in which the businessis
located.

b. Comments on proposed registration requirement

Commenters generally did not address the proposed dealer requirement in the
underwriting exemption. However, as discussed below in Part 1V.A.3.c.2.b., anumber of

commenters addressed a similar requirement in the proposed market-making exemption.

80 See proposed rule § __.4(a)(2)(iv); Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8353.
The proposal clarified that, in the case of afinancia institution that is a government securities dealer, such
institution must have filed notice of that status as required by section 15C(a)(1)(B) of the Exchange Act.
See Joint Proposal, 76 FR at 68,867; CFTC Proposal, 77 FR at 8353.
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C. Final registration requirement

Therequirement in 8§ __.4(a)(2)(vi) of the underwriting exemption, which
provides that the banking entity must be licensed or registered to engage in underwriting
activity in accordance with applicable law, is substantively similar to the proposed deal er
registration requirement in 8 __.4(a)(2)(iv) of the proposed rule. The primary difference
between the proposed requirement and the final requirement is that the Agencies have
simplified the language of the rule. The Agencies have also made conforming changes to
the corresponding requirement in the market-making exemption to promote consistency
across the exemptions, where appropriate.*®*

As was proposed, this provision will require a U.S. banking entity to be an SEC-
registered dealer in order to rely on the underwriting exemption in connection with a
distribution of securities— other than exempted securities, security-based swaps,
commercia paper, bankers acceptances or commercial bills — unless the banking entity is
exempt from registration or excluded from regulation as a dealer.*®* To the extent that a
banking entity relies on the underwriting exemption in connection with a distribution of
municipal securities or government securities, rather than the exemptionin § __.6(a) of
the final rule, this provision may require the banking entity to be registered or licensed as
amunicipal securities dealer or government securities dealer, if required by applicable

law. However, this provision does not require a banking entity to register in order to

81 See Part 1V.A.3.c.6. (discussing the registration requirement in the market-making exemption).

“82 For example, if abanking entity isabank engaged in underwriting asset-backed securities for which it
would be required to register as a securities dealer but for the exclusion contained in section 3(a)(5)(C)(iii)
of the Exchange Act, the final rule would not require the banking entity to be aregistered securities dealer
to underwrite the asset-backed securities. See 15 U.S.C. 78¢(a)(5)(C)(iii).
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qualify for the underwriting exemption if the banking entity is not otherwise required to
register by applicable law.

The Agencies have determined that, for purposes of the underwriting exemption,
rather than require a banking entity engaged in the business of a securities dealer outside
the United States to be subject to substantive regulation of its dealing business in the
jurisdiction in which the business is located, a banking entity’ s dealing activity outside
the U.S. should only be subject to licensing or registration provisionsif required under
applicable foreign law (provided no U.S. registration or licensing requirements apply to
the banking entity’ s activities). Inresponse to comments, the final rule recognizes that
certain foreign jurisdictions may not provide for substantive regulation of dealing
businesses.”®® The Agencies do not believeiit is necessary to preclude banking entities
from engaging in underwriting activities in such foreign jurisdictions to achieve the goals
of section 13 of the BHC Act because these banking entities would continue to be subject
to the other requirements of the underwriting exemption.

6. Source of revenue requirement
a Proposed source of revenue requirement

Under 8 .4(a)(2)(vi) of the proposed rule, the underwriting activities of a
banking entity would have been required to be designed to generate revenues primarily
from fees, commissions, underwriting spreads, or other income not attributable to

appreciation in the value of covered financial positions or hedging of covered financial

8 Seeinfra Part 1V.A.3.c.6.c. (discussing comments on this issue with respect to the proposed dealer
registration requirement in the market-making exemption).

145



positions.”® The proposal clarified that underwriting spreads would include any “gross
spread” (i.e., the difference between the price an underwriter sells securities to the public
and the price it purchases them from the issuer) designed to compensate the underwriter
for its services.*® This requirement provided that activities conducted in reliance on the
underwriting exemption should demonstrate patterns of revenue generation and
profitability consistent with, and related to, the services an underwriter providesto its
customers in bringing securities to market, rather than changes in the market value of the
underwritten securities.**

b. Comments on the proposed source of revenue requirement

A few commenters requested certain modifications to the proposed source of
revenue requirement. These commenters suggested revisions were generally intended
either to refine the standard to better account for certain activities or to make it more
stringent.*®” Three commenters expressed concern that the proposed source of revenue
requirement would negatively impact a banking entity’s ability to act as a primary dealer

or in asimilar capacity.*®

8% See proposed rule § __.4(a)(2)(vi); Joint Proposal, 76 FR at 68,867-68,868; CFTC Proposal, 77 FR at
8353.

8 See Joint Proposal, 76 FR at 68,867-68,868 n.142; CFTC Proposal, 77 FR at 8353 n.148.
8 See Joint Proposal, 76 FR at 68,867-68,868; CFTC Proposal, 77 FR at 8353.
7 See Goldman (Prop. Trading); Occupy; Sens. Merkley & Levin (Feb. 2012).

88 See Banco de México (stating that primary dealers need to profit from resulting proprietary positionsin
foreign sovereign debt, including by holding significant positionsin anticipation of future price
movements, in order to make the primary dealer business financially attractive); 11B/EBF (noting that
primary dealers may actively seek to profit from price and interest rate movements of their holdings, which
the relevant sovereign entity supports because such activity provides much-needed liquidity for securities
that are otherwise largely purchased pursuant to buy-and-hold strategies by institutional investors and other
entities seeking safe returns and liquidity buffers); Japanese Bankers Ass'n.
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With respect to suggested modifications, one commenter recommended that
“customer revenue” include revenues attributable to syndicate activities, hedging
activities, and profits and losses from sales of residual positions, aslong as the
underwriter makes a reasonabl e effort to dispose of any residua position in light of
existing market conditions.”® Another commenter indicated that the rule would better
address securitization if it required compensation to be linked in part to risk minimization
for the securitizer and in part to serving customers. This commenter suggested that such
aframework would be preferable because, in the context of securitizations, fee-based
compensation structures did not previously prevent banking entities from accumulating
large and risky positions with significant market exposure.*®

To strengthen the proposed requirement, one commenter requested that the terms
“designed” and “primarily” be removed and replaced by the word “solely.”** Two other
commenters requested that this requirement be interpreted to prevent a banking entity
from acting as an underwriter for adistribution of securitiesif such securities lack a
discernible and sufficiently liquid pre-existing market and a foreseeable market price.**?

C. Final rule’s approach to assessing source of revenue

The Agencies believe the final rule includes sufficient controls around an
underwriter’s source of revenue and have determined not to adopt the additional

requirement included in proposed rule 8 __.4(a)(2)(vi). The Agencies believe that

8 See Goldman (Prop. Trading).
%0 See Sens. Merkley & Levin (Feb. 2012).

1 See Occupy (requesting that the rule require automatic disgorgement of any profits arising from
appreciation in the value of positions in connection with underwriting activities).

92 See AFR et al. (Feb. 2012); Public Citizen.
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removing this requirement addresses commenters concerns that the proposed
requirement did not appropriately reflect certain revenue sources from underwriting
activity™® or may impact primary dealer activities.*** At the sametime, thefinal rule
continues to include provisions that focus on whether an underwriter is generating
underwriting-related revenue and that should limit an underwriter’ s ability to generate
revenues purely from price appreciation. In particular, the requirement to make
reasonable efforts to sell or otherwise reduce the underwriting position within a
reasonable period, which was not included in the proposed rule, should limit an
underwriter’ s ability to gain revenues purely from price appreciation related to its
underwriter position. Similarly, the determination of whether an underwriter receives
special compensation for purposes of the definition of “distribution” takes into account
whether a banking entity is generating underwriting-related revenue.

The final rule does not adopt a requirement that prevents an underwriter from
generating any revenue from price appreciation out of concern that such a requirement
could prevent an underwriter from retaining an unsold allotment under any
circumstances, which would be inconsistent with other provisions of the exemption.*®
Similarly, the Agencies are not adopting a source of revenue requirement that would
prevent a banking entity from acting as underwriter for adistribution of securitiesif such

securities lack a discernible and sufficiently liquid pre-existing market and a foreseeable

%% See Goldman (Prop. Trading).
% See Banco de México; || B/EBF; Japanese Bankers Ass n.

%% See Occupy; supra Part 1V.A.2.c.2. (discussing comments on unsold allotments and the requirement in
the final rule to make reasonable efforts to sell or otherwise reduce the underwriting position).
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market price, as suggested by two commenters.*® The Agencies believe these
commenters concern is mitigated by the near term demand requirement, which requires a
trading desk to have a reasonable expectation of demand from other market participants
for the amount and type of securities to be acquired from an issuer or selling security
holder for distribution.*” Further, one commenter recommended a revenue requirement
directed at securitization activities to prevent banking entities from accumulating large
and risky positions with significant market exposure.*® The Agencies believe the
requirement to make reasonable efforts to sell or otherwise reduce the underwriting
position should achieve this stated goal and, thus, the Agencies do not believe an
additional revenue requirement for securitization activity is needed.**

3. Section __.4(b): Market-Making Exemption
Introduction

In adopting the final rule, the Agencies are striving to balance two goals of
section 13 of the BHC Act: to allow market making, which isimportant to well-
functioning markets as well as to the economy, and simultaneously to prohibit proprietary
trading, unrelated to market making or other permitted activities, that poses significant
risks to banking entities and the financial system. In response to comments on the
proposed market-making exemption, the Agencies are adopting certain modifications to

the proposed exemption to better account for the varying characteristics of market

4% See AFR et al. (Feb. 2012); Public Citizen.
“7 See supra Part IV.A.2.c.2.
% See Sens. Merkley & Levin (Feb. 2012).

% Seefina rule§ _.4(a)(2)(ii). Further, as noted above, this exemption does not permit the accumulation
of assetsfor securitization. See supraPart IV.A.2.c.1.c.v.
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making-related activities across markets and asset classes, while requiring that banking
entities maintain arobust set of risk controls for their market making-related activities. A
flexible approach to this exemption is appropriate because the activities a market maker
undertakes to provide important intermediation and liquidity services will differ based on
the liquidity, maturity, and depth of the market for a given type of financial instrument.
The statute specifically permits banking entities to continue to provide these beneficial
services to their clients, customers, and counterparties.® Thus, the Agencies are
adopting an approach that recognizes the full scope of market making-related activities
banking entities currently undertake and requires that these activities be subject to clearly
defined, verifiable, and monitored risk parameters.

Overview
1. Proposed market-making exemption

Section 13(d)(1)(B) of the BHC Act provides an exemption from the prohibition
on proprietary trading for the purchase, sale, acquisition, or disposition of securities,
derivatives, contracts of sale of acommodity for future delivery, and options on any of
the foregoing in connection with market making-related activities, to the extent that such
activities are designed not to exceed the reasonably expected near term demands of

clients, customers, or counterparties,”™

%0 Asdiscussed in Part 1V.A.3.c.2.c.i., infra, the terms “client,” “ customer,” and “counterparty” are
defined in the same manner in the final rule. Thus, the Agencies use these terms synonymously throughout
this discussion and sometimes use the term “customer” to refer to all entities that meet the definition of
“client, customer, and counterparty” in the final rule’s market-making exemption.

501 12 U.S.C. 1851(d)(1)(B).
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Section __.4(b) of the proposed rule would have implemented this statutory
exemption by requiring that a banking entity’ s market making-related activities comply
with seven standards. As discussed in the proposal, these standards were designed to
ensure that any banking entity relying on the exemption would be engaged in bonafide
market making-related activities and, further, would conduct such activitiesin away that
was hot susceptible to abuse through the taking of speculative, proprietary positions as a
part of, or mischaracterized as, market making-related activities. The Agencies proposed
to use additional regulatory and supervisory tools in conjunction with the proposed
market-making exemption, including quantitative measurements for banking entities
engaged in significant covered trading activity in proposed Appendix A, commentary on
how the Agencies proposed to distinguish between permitted market making-related
activity and prohibited proprietary trading in proposed Appendix B, and a compliance
regimein proposed 8 .20 and, where applicable, Appendix C of the proposal. This
multi-faceted approach was intended to address the complexities of differentiating
permitted market making-related activities from prohibited proprietary trading.>*

2. Comments on the proposed market-making exemption

The Agencies received significant comment regarding the proposed market-
making exemption. In this Part, the Agencies highlight the main issues, concerns, and
suggestions raised by commenters with respect to the proposed market-making
exemption. Asdiscussed in greater detail below, commenters views on the effectiveness

of the proposed exemption varied. Commenters discussed a broad range of topics related

2 See Joint Proposal, 76 FR at 68,869; CFTC Proposal, 77 FR at 8354-8355.
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to the proposed market-making exemption including, among others: the overall scope of
the proposed exemption and potential restrictions on market making in certain markets or
asset classes; the potential market impact of the proposed market-making exemption; the
appropriate level of analysis for compliance with the proposed exemption; the
effectiveness of the individual requirements of the proposed exemption; and specific
activities that should or should not be considered permitted market making-related
activity under therule.

a Comments on the overall scope of the proposed exemption

With respect to the general scope of the exemption, a number of commenters
expressed concern that the proposed approach to implementing the market-making
exemption istoo narrow or restrictive, particularly with respect to less liquid markets.
These commenters expressed concern that the proposed exemption would not be
workable in many markets and asset classes and does not take into account how market-

%3 SHme commenters

making services are provided in those markets and asset classes.
expressed particular concern that the proposed exemption may restrict or limit certain
activities currently conducted by market makers (e.g., holding inventory or interdeal er

trading).® Several commenters stated that the proposed exemption would create too

3 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012) (stating that the proposed exemption “ seems to
view market making based on aliquid, exchange-traded equity model in which market makers are smple
intermediaries akin to agents’ and that “[t]his view does not fit market making even in equity markets and
widely misses the mark for the vast mgjority of markets and asset classes’); SIFMA (Asset Mgmt.) (Feb.
2012); Credit Suisse (Seidd); ICI (Feb. 2012); BoA; Columbia Mgmt.; Comm. on Capital Markets
Regulation; Invesco; ASF (Feb. 2012) (“The seven criteriain the proposed rule, and the related criterion for
identifying permitted hedging, are overly restrictive and will make it impractical for dealersto continue
making markets in most securitized products.”); Chamber (Feb. 2012) (expressing particular concern about
the commercial paper market).

%% Several commenters stated that the proposed rule would limit a market maker’s ability to maintain
inventory. See, e.g., NASP; Oliver Wyman (Dec. 2011); Wellington; Prof. Duffie; Standish Méellon;
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much uncertainty regarding compliance® and, further, may have a chilling effect on
banking entities market making-related activities.>® Due to the perceived restrictions
and burdens of the proposed exemption, many commenters indicated that the rule may
change the way in which market-making services are provided.™®” A number of
commenters expressed the view that the proposed exemption isinconsistent with
Congressional intent because it would restrict and reduce banking entities' current market

making-related activities.>®

MetLife; Lord Abbett; NY SE Euronext; CIEBA; British Columbia; SIFMA et al. (Prop. Trading) (Feb.
2012); Shadow Fin. Regulatory Comm.; Credit Suisse (Seidel); Morgan Stanley; Goldman (Prop. Trading);
BoA; STANY; SIFMA (Asset Mgmt.) (Feb. 2012); Chamber (Feb. 2012); IRSG; Abbott Labs et al. (Feb.
14, 2012); Abbott Labs et al. (Feb. 21, 2012); Australian Bankers Ass' n. (Feb. 2012); FEI; ASF (Feb.
2012); RBC; PUC Texas; Columbia Mgmt.; SSgA (Feb. 2012); PNC et al.; Fidelity; ICI (Feb. 2012);
British Bankers' Ass'n.; Comm. on Capital Markets Regulation; IHS; Oliver Wyman (Feb. 2012); Thakor
Study (stating that by artificially constraining the security holdings that a banking entity can havein its
inventory for market making or proprietary trading purposes, section 13 of the BHC Act will make bank
risk management less efficient and may adversely impact the diversified financial services business model
of banks). However, some commenters stated that market makers should seek to minimize their inventory
or should not need large inventories. See, e.g., AFR et al. (Feb. 2012); Public Citizen; Johnson & Prof.
Stiglitz. Other commenters expressed concern that the proposed rule could limit interdealer trading. See,
e.g., Prof. Duffie; Credit Suisse (Seidel); JIPMC; Morgan Stanley; Goldman (Prop. Trading); Chamber
(Feb. 2012); Oliver Wyman (Dec. 2011).

% See eg., BlackRock; Putnam; Fixed Income Forum/Credit Roundtable; ACLI (Feb. 2012); MetLife;
IAA; Wells Fargo (Prop. Trading); T. Rowe Price; Sen. Bennet; Sen. Corker; PUC Texas; Fidelity; ICI
(Feb. 2012); Invesco.

%% See eg., Wellington; Prof. Duffie; Standish Mellon; Commissioner Barnier; NY SE Euronext; BoA;
Citigroup (Feb. 2012); STANY; ICE; Chamber (Feb. 2012); BDA (Feb. 2012); Putnam; FTN; Fixed
Income Forum/Credit Roundtable; ACLI (Feb. 2012); IAA; CME Group; Capital Group; PUC Texas,
ColumbiaMgmt.; SSgA (Feb. 2012); Eaton Vance; ICI (Feb. 2012); Invesco; Comm. on Capital Markets
Regulation; Oliver Wyman (Feb. 2012); SIFMA (Asset Mgmt.) (Feb. 2012); Thakor Study.

%7 For example, some commenters stated that market makers may revert to an agency or “special order”
model. See, e.g., Barclays; Goldman (Prop. Trading); ACLI (Feb. 2012); Vanguard; RBC. In addition,
some commenters stated that new systems will be developed, such as alternative market matching
networks, but these commenters disagreed about whether such changes would happen in the near term.
See, e.g., CaPERS; BlackRock; Stuyvesant; Comm. on Capital Markets Regulation. Other commenters
stated that it is unlikely that new systems will be developed. See, e.g., SIFMA et al. (Prop. Trading) (Feb.
2012); Oliver Wyman (Feb. 2012). One commenter stated that the proposed rule may cause a banking
organization that engagesin significant market-making activity to give up its banking charter or spin off its
market-making operations to avoid compliance with the proposed exemption. See Prof. Duffie.

%% See eg., NASP; Wellington; JPMC; Morgan Stanley; Credit Suisse (Seidel); BoA; Goldman (Prop.
Trading); Citigroup (Feb. 2012); STANY; SIFMA (Asset Mgmt.) (Feb. 2012); Chamber (Feb. 2012);
Putnam; ICI (Feb. 2012); Wells Fargo (Prop. Trading); NY SE Euronext; Sen. Corker; Invesco.
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Other commenters, however, stated that the proposed exemption was too broad
and recommended that the rule place greater restrictions on market making, particularly
inilliquid, nontransparent markets.®™ Many of these commenters suggested that the
exemption should only be available for traditional market-making activity in relatively
safe, “plain vanilla’ instruments.>™® Two commenters represented that the proposed
exemption would have little to no impact on banking entities' current market making-
related services.™™

Commenters expressed differing views regarding the ease or difficulty of
distinguishing permitted market making-related activity from prohibited proprietary
trading. A number of commenters represented that it is difficult or impossible to
distinguish prohibited proprietary trading from permitted market making-related
activity.* With regard to thisissue, several commenters recommended that the
Agencies not try to remove all aspects of proprietary trading from market making-related
activity because doing so would likely restrict certain legitimate market-making

activity. ™

% See eg., Better Markets (Feb. 2012); Sens. Merkley & Levin (Feb. 2012); Occupy; AFR et al. (Feb.
2012); Public Citizen; Johnson & Prof. Stiglitz.

%1% See eg., Johnson & Prof. Stiglitz; Sens. Merkley & Levin (Feb. 2012); Occupy; AFR et al. (Feb.
2012); Public Citizen.

1 See Oceupy (“[1]t is unclear that this rule, as written, will markedly alter the current customer-serving
business. Indeed, this rule has gone to excessive lengths to protect the covered banking entities’ ability to
maintain responsible customer-facing business.”); Alfred Brock.

2 See eg., Rep. Bachuset al.; |1F; Morgan Stanley (stating that beyond walled-off proprietary trading,
thelineis hard to draw, particularly because both require principal risk-taking and the features of market
making vary across markets and asset classes and become more pronounced in times of market stress);
CFA Inst. (representing that the distinction is particularly difficult in the fixed-income market); ICFR; Prof.
Duffie; WR Hambrecht.

3 See e.g., Chamber (Feb. 2012) (citing an article by Stephen Breyer stating that society should not
expend disproportionate resources trying to reduce or eliminate “the last 10 percent” of therisks of a
certain problem); JPMC; RBC; ICFR; Sen. Hagan. One of these commenters indicated that any concerns
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Other commenters were of the view that it is possible to differentiate between
prohibited proprietary trading and permitted market making-related activity.>** For
example, one commenter stated that, while the analysis may involve subtle distinctions,
the fundamental difference between a banking entity’ s market-making activities and
proprietary trading activities is the emphasis in market making on seeking to meet
customer needs on a consistent and reliable basis throughout a market cycle.**
According to another commenter, holding substantial securitiesin atrading book for an
extended period of time assumes the character of a proprietary position and, while there
may be occasions when a customer-oriented purchase and subsequent sale extend over
days and cannot be more quickly executed or hedged, substantial holdings of this
character should be relatively rare and limited to less liquid markets.>*®

Several commenters expressed general concern that the proposed exemption may
be applied on a transaction-by-transaction basis and explained the burdens that may result
from such an approach.®*’ Commenters appeared to attribute these concerns to language

in the proposed exemption referring to a“purchase or sale of a[financial instrument]” >

that banking entities would engage in speculative trading as a result of an expansive market-making
exemption would be addressed by other reform initiatives (e.g., Basel 111 implementation will provide
laddered disincentives to holding positions as principal as aresult of capital and liquidity requirements).
See RBC.

14 See Wellington; Paul Volcker; Better Markets (Feb. 2012); Occupy.
1% See Wellington.
*1% See Paul Volcker.

*7 see Wellington; SIFMA et al. (Prop. Trading) (Feb. 2012); Barclays; Goldman (Prop. Trading); HSBC;
Fixed Income Forum/Credit Roundtable; ACLI (Feb. 2012); PUC Texas; ERCOT,; Invesco. Seeaso IAA
(stating that it is unclear whether the requirements must be applied on a transaction-by-transaction basis or
if compliance with the requirements is based on overall activities). Thisissueisaddressed in Part
IV.A.3.c.l.c,infra.

%8 See eg., Barclays; SIFMA et al. (Prop. Trading) (Feb. 2012). As explained above, the term “covered
financial position” from the proposal has been replaced by the term “financial instrument” in the final rule.
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or to language in Appendix B indicating that the Agencies may assess certain factors and
criteriaat different levels, including a “single significant transaction.”>*® With respect to
the burdens of a transaction-by-transaction analysis, some commenters noted that
banking entities can engage in alarge volume of market-making transactions daily, which
would make it burdensome to apply the exemption to each trade.®® A few commenters
indicated that, even if the Agencies did not intend to require transaction-by-transaction
analysis, the proposed rul€’ s language can be read to imply such arequirement. These
commenters indicated that ambiguity on thisissue could have a chilling effect on market
making or could alow some examinersto rigidly apply the requirements of the

521

exemption on atrade-by-trade basis.>~ Other commenters indicated that it would be

difficult to determine whether a particular trade was or was not a market-making trade

522 One commenter

without consideration of the relevant unit’s overall activities.
elaborated on this point by stating that “an analysis that seeks to characterize specific
transactions as either market making...or prohibited activity does not accord with the
way in which modern trading units operate, which generally view individual positions as
abundle of characteristics that contribute to their complete portfolio.”®* This

commenter noted that a position entered into as part of market making-related activities

may serve multiple functions at one time, such as responding to customer demand,

Because the types of instruments included in both definitions are identical, the term “financial instrument”
is used throughout this Part.

9 See, e.g., Goldman (Prop. Trading); Wellington.

0 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Barclays (stating that “ hundreds or thousands of
trades can occur in asingle day in asingle trading unit”).

%21 See eg., ICI (Feb. 2012); Barclays; Goldman (Prop. Trading).
2 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading).
2 SIFMA et al. (Prop. Trading) (Feb. 2012).
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hedging arisk, and building inventory. The commenter also expressed concern that
individual transactions or positions may not be severable or separately identifiable as
serving a market-making purpose.® Two commenters suggested that the requirements
in the market-making exemption be applied at the portfolio level rather than the trade
level >

Moreover, commenters al so set forth their views on the organizational level at
which the requirements of the proposed market-making exemption should apply.>® The
proposed exemption generally applied requirements to a“trading desk or other
organizational unit” of abanking entity. In response to this proposed approach,

commenters stated that compliance should be assessed at each trading desk or

aggregation unit®*’ or at each trading unit.>?®

%24 gSeeid. (suggesting that the Agencies “give full effect to the statutory intent to allow market making by
viewing the permitted activity on aholistic basis’).

% See ACLI (Feb. 2012); Fixed Income Forum/Credit Roundtable.

%6 See Wellington; Morgan Stanley; SIFMA et al. (Prop. Trading) (Feb. 2012); ACLI (Feb. 2012); Fixed
Income Forum/Credit Roundtable. The Agencies addressthistopicin Part IV.A.3.c.1.c., infra.

%21 See Wellington. This commenter did not provide greater specificity about how it would define “trading
desk” or “aggregation unit.” Seeid.

% See Morgan Stanley (stating that “trading unit” should be defined as “each organizational unit that is
used to structure and control the aggregate risk-taking activities and employees that are engaged in the
coordinated implementation of a customer-facing revenue generation strategy and that participate in the
execution of any covered trading activity”); SIFMA et al. (Prop. Trading) (Feb. 2012). One of these
commenters discussed its suggested definition of “trading unit” in the context of the proposed requirement
to record and report certain quantitative measurements, but it is unclear that the commenter was also
suggesting that this definition be used for purposes of the market-making exemption. For example, this
commenter expressed support for amulti-level approach to defining “trading unit,” and it is not clear how a
definition that captures multiple organizational levels across a banking organization would work in the
context of the market-making exemption. See SIFMA et al. (Prop. Trading) (Feb. 2012) (suggested that
“trading unit” be defined “at alevel that presentsits activitiesin the context of the whole€” and noting that
the appropriate level may differ depending on the structure of the banking entity).
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Several commenters suggested alternative or additive means of implementing the
statutory exemption for market making-related activity.®® Commenters' recommended
approaches varied, but a number of commenters requested approaches involving one or
more of the following elements: (i) safe harbors,>*° bright lines,>*" or presumptions of
compliance with the exemption based on the existence of certain factors (e.q., compliance

program, metrics, general customer focus or orientation, providing liquidity, and/or

exchange registration as a market maker);>* (ii) afocus on metrics or other objective

533

factors;> (iii) guidance on permitted market making-related activity, rather than rule

.535

requirements;>** (iv) risk management structures and/or risk limits;** (v) adding a new

2 See eg., Wellington; Japanese Bankers Ass n.; Prof. Duffie; IR&M; G2 FinTech; MetLife; NYSE
Euronext; Anthony Flynn and Koral Fusselman; 11F; CAPERS; SIFMA et al. (Prop. Trading) (Feb. 2012);
Sens. Merkley & Levin (Feb. 2012); Shadow Fin. Regulatory Comm.; John Reed; Prof. Richardson; Credit
Suisse (Seidel); IPMC; Morgan Stanley; Barclays; Goldman (Prop. Trading); BoA; Citigroup (Feb. 2012);
STANY; ICE; BlackRock; Johnson & Prof. Stiglitz; Fixed Income Forum/Credit Roundtable; ACLI (Feb.
2012); Wells Fargo (Prop. Trading); WR Hambrecht; Vanguard; Capital Group; PUC Texas; SSgA (Feb.
2012); PNC et al.; Fidelity; Occupy; AFR et al. (Feb. 2012); Invesco; ISDA (Feb. 2012); Stephen Roach;
Oliver Wyman (Feb. 2012). The Agencies respond to these commentsin Part 1V.A.3.b.3., infra.

%0 See eg., Sens. Merkley & Levin (Feb. 2012); John Reed; Prof. Richardson; Johnson & Prof. Stiglitz;
Capital Group; Invesco; BDA (Feb. 2012) (Oct. 2012) (suggesting a safe harbor for any trading desk that
effects more than 50 percent of its transactions through sales representatives).

3! See eg., Flynn & Fusselman; Prof. Colesanti et al.

%2 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); I1F; NY SE Euronext; Credit Suisse (Seidel);
JPMC; Barclays, BoA; Wells Fargo (Prop. Trading) (suggesting that the rule: (i) provide a general grant of
authority to engage in any transactions entered into as part of a banking entity's market-making business,
where “market making” is defined as “the business of being willing to facilitate customer purchases and
sales of [financia instruments] as an intermediary over time and in size, including by holding positionsin
inventory;” and (ii) allow banking entities to monitor compliance with this exemption internally through
their compliance and risk management infrastructure); PNC et al.; Oliver Wyman (Feb. 2012).

% See, e.g., Goldman (Prop. Trading); Morgan Stanley; Barclays; Wellington; CalPERS; BlackRock;
SSgA (Feb. 2012); Invesco.

%% See eg., SIFMA et al. (Prop. Trading) (Feb. 2012) (suggesting that this guidance could be incorporated
in banking entities’ policies and procedures for purposes of complying with the rule, in addition to the
establishment of risk limits, controls, and metrics); JIPMC; BoA; PUC Texas; SSgA (Feb. 2012); PNC et
al.; Wells Fargo (Prop. Trading).

%% See, e.g., Japanese Bankers Ass n.; Citigroup (Feb. 2012).
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customer-facing criterion or focusing on client-related activities;> (vi) capital and

537

liquidity requirements;>" (vii) development of individualized plans for each banking

.538

entity, in coordination with regulators;>™ (viii) ring fencing affiliates engaged in market

making-related activity;>* (ix) margin requirements;>*® (x) a compensation-focused
approach;>* (xi) permitting all swap dealing activity;>* (xii) additional provisions
regarding material conflicts of interest and high-risk assets and trading strategies;>*
and/or (xiii) making the exemption as broad as possible under the statute.>**

b. Comments regarding the potential market impact of the proposed exemption

As discussed above, several commenters stated that the proposed rule would
impact a banking entity’ s ability to engage in market making-related activity. Many of
these commenters represented that, as a result, the proposed exemption would likely

result in reduced liquidity,>* wider bid-ask spreads,>* increased market volatility,>*’

%% See e.g., Morgan Stanley; Stephen Roach.

¥ See, e.g., Prof. Duffie; CAIPERS; STANY:; ICE; Vanguard; Capital Group.
% See MetLife; Fixed Income Forum/Credit Roundtable; ACLI (Feb. 2012).
% See e.g., Prof. Duffie; Shadow Fin. Regulatory Comm. See also Wedbush.
9 See WR Hambrecht.

! See G2 FinTech.

592 See|SDA (Feb. 2012): ISDA (Apr. 2012).

>3 See Sens. Merkley & Levin (Feb. 2012) (stating that the exemption should expressly mention the
conflicts provision and provide examples to warn against particular conflicts, such as recommending clients
buy poorly performing assets in order to remove them from the banking entity’s book or attempting to
move market pricesin favor of trading positions a banking entity has built up in order to make a profit);
Stephen Roach (suggesting that the exemption integrate the limitations on permitted activities).

> See Fidelity (stating that the exemption needs to be as broad as possible to account for customer-facing
principal trades, block trades, and market making in OTC derivatives). Seealso STANY (stating that it is
better to make the exemption too broad than too narrow).

> See eg., AllianceBernstein; Rep. Bachus et al. (Dec. 2011); EMTA; NASP; Wellington; Japanese
Bankers Ass' n.; Sen. Hagan; Prof. Duffie; Investure; Standish Mellon; IR&M; MetLife; Lord Abbett;
Commissioner Barnier; Quebec; I1F; Sumitomo Trust; Liberty Global; NY SE Euronext; CIEBA; EFAMA;
SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); IPMC; Morgan Stanley; Barclays,
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reduced price discovery or price transparency,>® increased costs of raising capital or

higher financing costs,>* greater costs for investors or consumers,*° and slower

Goldman (Prop. Trading); BoA; Citigroup (Feb. 2012); STANY; ICE; BlackRock; SIFMA (Asset Mgmt.)
(Feb. 2012); BDA (Feb. 2012); Putnam; Fixed Income Forum/Credit Roundtable; Western Asset Mgmt.;
ACLI (Feb. 2012); IAA; CME Group; Wells Fargo (Prop. Trading); Abbott Labs et al. (Feb. 14, 2012);
Abbott Labs et al. (Feb. 21, 2012); T. Rowe Price; Australian Bankers Ass' n. (Feb. 2012); FEI; AFMA;
Sen. Carper et al.; PUC Texas, ERCOT; IHS; Columbia Mgmt.; SSgA (Feb. 2012); PNC et al.; Eaton
Vance; Fidelity; ICI (Feb. 2012); British Bankers' Ass' n.; Comm. on Capital Markets Regulation; Union
Asset; Sen. Casey; Oliver Wyman (Dec. 2011); Oliver Wyman (Feb. 2012) (providing estimated impacts
on asset valuation, borrowing costs, and transaction costs in the corporate bond market based on
hypothetical liquidity reduction scenarios); Thakor Study. The Agencies respond to comments regarding
the potential market impact of therulein Part IV.A.3.b.3., infra.

> See eg., AllianceBernstein; Wellington; Investure; Standish Mellon; MetLife; Lord Abbett; Barclays;
Goldman (Prop. Trading); Citigroup (Feb. 2012); BlackRock; Putnam; ACLI (Feb. 2012); Abbott Labs et
al. (Feb. 14, 2012); Abbott Labs et al. (Feb. 21, 2012); T. Rowe Price; Sen. Carper et al.; IHS; Columbia
Mgmt.; ICI (Feb. 2012) British Bankers' Ass' n.; Comm. on Capital Markets Regulation; Thakor Study
(stating that section 13 of the BHC Act will likely result in higher bid-ask spreads by causing at |east some
retrenchment of banks from market making, resulting in fewer market makers and less competition).

7 See, eg., Wellington; Prof. Duffie; Standish Mellon; Lord Abbett; I1F; SIFMA et al. (Prop. Trading)
(Feb. 2012); Barclays; Goldman (Prop. Trading); BDA (Feb. 2012); IHS; FTN; IAA; Wells Fargo (Prop.
Trading); T. Rowe Price; Columbia Mgmt.; SSgA (Feb. 2012); Eaton Vance; British Bankers' Ass'n,;
Comm. on Capital Markets Regulation.

8 See, eg., Prof. Duffie (arguing that, for example, “during the financial crisis of 2007-2009, the reduced
market making capacity of major dealer banks caused by their insufficient capital levelsresulted in
dramatic downward distortions in corporate bond prices’); IIF; Barclays,; IAA; Vanguard; Wellington;
FTN.

9 See eg., AllianceBernstein; Chamber (Dec. 2011); Members of Congress (Dec. 2011); Wellington;
Sen. Hagan; Prof. Duffie; IR&M; MetLife; Lord Abbett; Liberty Global; NY SE Euronext; SIFMA et al.
(Prop. Trading) (Feb. 2012); NCSHA; ASF (Feb. 2012) (stating that “[f]ailure to permit the activities
necessary for banking entities to act in [a] market-making capacity [in asset-backed securities] would have
adramatic adverse effect on the ability of securitizersto access the asset-backed securities markets and thus
to obtain the debt financing necessary to ensure a vibrant U.S. economy” ); Credit Suisse (Seidel); IPMC;
Morgan Stanley; Barclays, Goldman (Prop. Trading); BoA; Citigroup (Feb. 2012); STANY ; BlackRock;
Chamber (Feb. 2012); IHS; BDA (Feb. 2012); Fixed Income Forum/Credit Roundtable; ACLI (Feb. 2012);
Wells Fargo (Prop. Trading); Abbott Labs et al. (Feb. 14, 2012); Abbott Labs et al. (Feb. 21, 2012); T.
Rowe Price; FEI; AFMA; SSgA (Feb. 2012); PNC et al.; ICI (Feb. 2012); British Bankers' Ass'n.; Oliver
Wyman (Dec. 2011); Oliver Wyman (Feb. 2012); GE (Feb. 2012); Thakor Study (stating that when afirm’'s
cost of capital goes up, it invests less—resulting in lower economic growth and lower employment—and
citing supporting data indicating that a 1 percent increase in the cost of capital would lead to a $55 to $82.5
billion decline in aggregate annual capital spending by U.S. nonfarm firms and job losses between 550,000
and 1.1 million per year in the nonfarm sector). One commenter further noted that a higher cost of capital
can lead afirm to make riskier, short-term investments. See Thakor Study.

%0 gee eg., Wellington; Standish Mellon; IR&M; MetLife; Lord Abbett; NY SE Euronext; CIEBA;
Barclays, Goldman (Prop. Trading); BoA; Citigroup (Feb. 2012); STANY ; ICE; BlackRock; Fixed Income
Forum/Credit Roundtable; ACLI (Feb. 2012); IAA; Abbott Labs et al. (Feb. 14, 2012); Abbott Labs et al.
(Feb. 21, 2012); T. Rowe Price; Vanguard; Australian Bankers Ass n. (Feb. 2012); FEI; Sen. Carper et al.;
Columbia Mgmt.; SSgA (Feb. 2012); ICI (Feb. 2012); Comm. on Capital Markets Regulation; TMA Hong
Kong; Sen. Casey; IHS; Oliver Wyman (Dec. 2011); Oliver Wyman (Feb. 2012); Thakor Study.
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execution times.”™" Some commenters expressed particular concern about potential

%52 or on small or

impacts on institutional investors (e.q., mutual funds and pension funds)
midsized companies.®™ A number of commenters discussed the interrelationship
between primary and secondary market activity and indicated that restrictions on market
making would impact the underwriting process.”*

A few commenters expressed the view that reduced liquidity would not

necessarily be a negative result.>®® For example, two commenters noted that liquidity is

vulnerable to liquidity spirals, in which ahigh level of market liquidity during one period

*! See eq., Barclays, FTN; Abbott Labs et al. (Feb. 14, 2012); Abbott Labs et al. (Feb. 21, 2012).

2 See eg., AllianceBernstein (stating that, to the extent the rule reduces liquidity provided by market
makers, open end mutual funds that are largely driven by the need to respond to both redemptions and
subscriptions will be immediately impacted in terms of higher trading costs); Wellington (indicating that
periods of extreme market stress are likely to exacerbate costs and challenges, which could force investors
such as mutual funds and pension funds to accept distressed prices to fund redemptions or pay current
benefits); Lord Abbett (stating that certain factors, such as reduced bank capital to support market-making
businesses and economic uncertainty, have already reduced liquidity and caused asset managersto have an
increased preference for highly liquid credits and expressing concern that, if section 13 of the BHC Act
further reduces liquidity, then: (i) asset managers' increased preference for highly liquid credit could lead
to unhealthy portfolio concentrations, and (ii) asset managers will maintain alarger cash cushionin
portfolios that may be subject to redemption, which will likely result in investors getting poorer returns);
EFAMA; BlackRock (stating that investment decisions are heavily dependent on aliquidity factor input, so
as liquidity dissipates, investment strategies become more limited and returns to investors are diminished
by wider spreads and higher transaction costs); CFA Inst. (noting that a mutual fund that tries to liquidate
holdings to meet redemptions may have difficulty selling at acceptable prices, thusimpairing the fund’s
NAYV for both redeeming investors and for those that remain in the fund); Putnam; Fixed Income
Forum/Credit Roundtable; ACLI; T. Rowe Price; Vanguard; IAA; FEI; Sen. Carper et al.; Columbia
Mgmt.; ICI (Feb. 2012); Invesco; Union Asset; Standish Mellon; Morgan Stanley; SIFMA (Asset Mgmt.)
(Feb. 2012).

3 See, eg., CIEBA (stating that for smaller issuers in particular, market makers need to have incentives to
make markets, and the proposal removes important incentives); ACLI (indicating that lower liquidity will
most likely result in higher costs for issuers of debt and, for lesser known or lower quality issuers, this cost
may be significant and in some cases prohibitive because the cost will vary depending on the credit quality
of the issuer, the amount of debt it hasin the market, and the maturity of the security); PNC et al.
(expressing concern that aregional bank’s market-making activity for small and middle market customers
ismore likely to be inappropriately characterized as impermissible proprietary trading due to lower trading
volume involving less liquid securities); Morgan Stanley; Chamber (Feb. 2012); Abbott Labs et al. (Feb.
14, 2012); Abbott Labs et al. (Feb. 21, 2012); FEI; ICI (Feb. 2012); TMA Hong Kong; Sen. Casey.

%% See SIFMA et al. (Prop. Trading) (Feb. 2012); JPMC; RBC; NY SE Euronext; Credit Suisse (Seidel).

% See, e.g., Paul Volcker; AFR et al. (Feb. 2012); Public Citizen; Prof. Richardson; Johnson & Prof.
Stiglitz; Better Markets (Feb. 2012); Prof. Johnson.
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feeds a sharp decline in liquidity during the next period by initially driving asset prices
upward and supporting increased leverage. The commenters explained that liquidity
spiralslead to “fire sales’ by market speculators when events revea that assets are
overpriced and speculators must sell their assets to reduce their leverage.®™® According to
another commenter, banking entities' access to the safety net allows them to distort
market prices and, arguably, produce excess liquidity. The commenter further
represented that it would be preferable to allow the discipline of the market to choose the

%57 Some commenters cited an economic

pricing of securities and the amount of liquidity.
study indicating that the U.S. financial system has become less efficient in generating
economic growth in recent years, despite increased trading volumes.>®

Some commenters stated that it is unlikely the proposed rule would result in the
negative market impacts identified above, such as reduced market liquidity.>® For
example, afew commenters stated that other market participants, who are not subject to

section 13 of the BHC Act, may enter the market or increase their trading activities to

make up for any reduction in banking entities market-making activity or other trading

% See AFR et al. (Feb. 2012); Public Citizen. See also Paul Volcker (stating that at some point, greater
liquidity, or the perception of greater liquidity, may encourage more specul ative trading).

%57 See Prof. Richardson.

8 See, e.g., Johnson & Prof. Stiglitz (citing Thomas Phillippon, Has the U.S. Finance Industry Become
Less Efficient?, NYU Working Paper, Nov. 2011); AFR et al. (Feb. 2012); Public Citizen; Better Markets
(Feb. 2012); Prof. Johnson.

%9 See eg., Sens. Merkley & Levin (Feb. 2012) (stating that there is no convincing, independent evidence
that the rule would increase trading costs or reduce liquidity, and the best evidence available suggests that
the buy-side firms would greatly benefit from the competitive pressures that transparency can bring); Better
Markets (Feb. 2012) (“Industry’s claim that [section 13 of the BHC Act] will ‘reduce market liquidity,
capital formation, and credit availability, and thereby hamper economic growth and job creation’ disregard
the fact that the financial crisis did more damage to those concerns than any rule or reform possibly
could.”); Profs. Stout & Hastings; Prof. Johnson; Occupy; Public Citizen; Profs. Admati & Pfleiderer;
Better Markets (June 2012); AFR et al. (Feb. 2012). One commenter stated that the proposed rule would
improve market liquidity, efficiency, and price transparency. See Alfred Brock.
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activity.”® For instance, one of these commenters suggested that the revenue and profits
from market making will be sufficient to attract capital and competition to that activity.”**
In addition, one commenter expressed the view that prohibiting proprietary trading may
support more liguid markets by ensuring that banking entities focus on providing
liquidity as market makers, rather than taking liquidity from the market in the course of
“trading to beat” institutional buyers like pension funds, university endowments, and
mutual funds.>®* Another commenter stated that, while section 13 of the BHC Act may
temporarily reduce trading volume and excessive liquidity at the peak of market bubbles,
it should increase the long-run stability of the financial system and render genuine
liquidity and credit availability more reliable over the long term.>®

Other commenters, however, indicated that it is uncertain or unlikely that non-
banking entities will enter the market or increase their trading activities, particularly in

the short term.”®* For example, one commenter noted the investment that banking entities

have made in infrastructure for trading and compliance would take smaller or new firms

0 See eg., Sens. Merkley & Levin (Feb. 2012); Prof. Richardson; Better Markets (Feb. 2012); Profs.
Stout & Hastings; Prof. Johnson; Occupy; Public Citizen; Profs. Admati & Pfleiderer; Better Markets (June
2012). Similarly, one commenter indicated that non-banking entity market participants could fill the
current role of banking entities in the market if implementation of theruleis phasedin. See ACLI (Feb.
2012).

1 See Better Markets (Feb. 2012).
%2 gee Prof. Johnson.
3 See AFR et al. (Feb. 2012).

% See, e.g., Wellington; Prof. Duffie; Investure; IIF; Liberty Global; SIFMA et al. (Prop. Trading) (Feb.
2012); Credit Suisse (Seidel); JIPMC; Morgan Stanley; Barclays, BoA; STANY; SIFMA (Asset Mgmt.)
(Feb. 2012); FTN; Western Asset Mgmt.; IAA; PUC Texas; ICl (Feb. 2012); 11B/EBF; Invesco. In
addition, some commenters recognized that other market participants are likely to fill banking entities
rolesin the long term, but not in the short term. See, e.g., ICFR; Comm. on Capital Markets Regulation;
Oliver Wyman (Feb. 2012).
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years and billions of dollarsto replicate.®® Another commenter questioned whether other
market participants, such as hedge funds, would be willing to dedicate capital to fully
serving customer needs, which is required to provide ongoing liquidity.>®® One
commenter stated that even if non-banking entities move in to replace lost trading activity
from banking entities, the value of the current interdealer network among market makers

will be reduced due to the exit of banking entities.*’

Several commenters expressed the
view that migration of market making-related activities to firms outside the banking
system would be inconsistent with Congressional intent and would have potentially
adverse consequences for the safety and soundness of the U.S. financial system.>®®

Many commenters requested additional clarification on how the proposed market-
making exemption would apply to certain asset classes and markets or to particular types
of market making-related activities. In particular, commenters requested greater clarity
regarding the permissibility of: (i) interdealer trading,>® including trading for price

h;570

discovery purposes or to test market depth;” (ii) inventory management;>”* (iii) block

%% See Oliver Wyman (Feb. 2012) (“Major bank-affiliated market makers have large capital bases, balance
sheets, technology platforms, global operations, relationships with clients, sales forces, risk infrastructure,
and management processes that would take smaller or new dealers years and billions of dollarsto
replicate.”).

¢ See SIFMA et al. (Prop. Trading) (Feb. 2012).
7 See Thakor Study.
8 See, e.g., Prof. Duffie; Oliver Wyman (Feb. 2012).

%9 See eg., MetLife; SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Credit Suisse (Seidel); JIPMC;
BoA; ACLI (Feb. 2012); AFR et al. (Feb. 2012); ISDA (Feb. 2012); Goldman (Prop. Trading); Oliver
Wyman (Feb. 2012).

0 See SIFMA et al. (Prop. Trading) (Feb. 2012); Chamber (Feb. 2012); Goldman (Prop. Trading).

> See, eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); Goldman (Prop. Trading);
MFA; RBC.
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positioning activity;”'“ (iv) acting as an authorized participant or market maker in

ETFs;>" (v) arbitrage or other activities that promote price transparency and liquidity;>”*

575

(vi) primary dealer activity;>" (vii) market making in futures and options;>"® (viii) market

making in new or bespoke products or customized hedging contracts;>”’

and (ix) inter-
affiliate transactions.’”® As discussed in more detail in Part 1V.B.2.c., a number of

commenters requested that the market-making exemption apply to the restrictions on

2 Seeinfra Part IV.A.3.c.L.b.ii. (discussing commenters requests for greater clarity regarding the
permissibility of block positioning activity).

3 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop.
Trading); BoA; ICI (Feb. 2012); ICI Global; Vanguard; SSgA (Feb. 2012).

™ See SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop. Trading);
FTN; RBC; ISDA (Feb. 2012).

> See, eg., SIFMA et al. (Prop. Trading) (Feb. 2012); JPMC; Goldman (Prop. Trading); Banco de
México; || B/EBF.

> See CME Group (requesting clarification that the market-making exemption permits a banking entity to
engage in market making in exchange-traded futures and options because the dealer registration requirement in
8§ __.A(b)(2)(iv) of the proposed rule did not refer to such instruments and stating that lack of an explicit
exemption would reduce market-making activities in these instruments, which would decrease liquidity). But
See Johnson & Prof. Stiglitz (stating that the Agencies should pay special attention to options trading and other
derivatives because they are highly volatile assets that are difficult if not impossible to effectively hedge, except
through a completely matched position, and suggesting that options and similar derivatives may need to be
required to be sold only as riskless principal under § _ .6(b)(2)(ii) of the proposed rule or significantly limited
through capital charges); Sens. Merkley & Levin (Feb. 2012) (stating that asset classes that are particularly hard
to hedge, such as options, should be given special attention under the hedging exemption).

> See, e.g., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop.
Trading); SIFMA (Asset Mgmt.) (Feb. 2012). Other commenters, however, stated that banking entities
should be limited in their ability to rely on the market-making exemption to conduct transactionsin
bespoke or customized derivatives. See, e.g., AFR et al. (Feb. 2012); Public Citizen.

8 See, e.g., Japanese Bankers Ass n. (stating that transactions with affiliates and subsidiaries and related
to hedging activities are a type of market making-related activity or risk-mitigating hedging activity that
should be exempted by the rule); SIFMA et al. (Prop. Trading) (Feb. 2012). According to one of these
commenters, inter-affiliate transactions should be viewed as part of a coordinated activity for purposes of
determining whether a banking entity qualifies for an exemption. This commenter stated that, for example,
if amarket maker shifts positions held in inventory to an affiliate that is better able to manage the risk of
such positions, both the market maker and its affiliate would be engaged in permitted market making-
related activity. This commenter further represented that fitting the inter-affiliate swap into the exemption
may be difficult (e.g., one of the affiliates entering into the swap may not be holding itself out as awilling
counterparty). See SIFMA et al. (Prop. Trading) (Feb. 2012).
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acquiring or retaining an ownership interest in a covered fund.””® Some commenters
stated that no other activities should be considered permitted market making-related

activity under the rule.®® In addition, afew commenters requested clarification that

high-frequency trading would not qualify for the market-making exemption.®®

3. Final market-making exemption

After carefully considering comment letters, the Agencies are adopting certain
refinements to the proposed market-making exemption. The Agencies are adopting a
market-making exemption that is consistent with the statutory exemption for this activity
and designed to permit banking entities to continue providing intermediation and
liquidity services. The Agencies note that, while all market-making activity should
ultimately be related to the intermediation of trading, whether directly to individual
customers through bilateral transactions or more broadly to a given marketplace, certain
characteristics of a market-making business may differ among markets and asset
classes.®® Thefinal ruleisintended to account for these differences to allow banking
entities to continue to engage in market making-related activities by providing customer

intermediation and liquidity services across markets and asset classes, if such activities

" See e.g., Cleary Gottlieb; JPMC; BoA; Credit Suisse (Williams).
%% See, eg., Occupy; Alfred Brock.

*®! See, e.g., Occupy; AFR et al. (Feb. 2012); Public Citizen; Johnson & Prof. Stiglitz; Sens. Merkley &
Levin (Feb. 2012); John Reed.

%82 Consistent with the FSOC study and the proposal, the final rule recognizes that the precise nature of a
market maker’s activities often varies depending on the liquidity, trade size, market infrastructure, trading
volumes and frequency, and geographic location of the market for any particular type of financial
instrument. See Joint Proposal, 76 FR at 68,870; CFTC Proposal, 77 FR at 8356; FSOC study (stating that
“characteristics of permitted activitiesin one market or asset class may not be the same in another market
(e.g., permitted activitiesin aliquid equity securities market may vary significantly from an illiquid over-
the-counter derivatives market)”).
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do not violate the statutory limitations on permitted activities (e.q., by involving or
resulting in amaterial conflict of interest with aclient, customer, or counterparty) and are
conducted in conformance with the exemption.

At the same time, the final rule requires development and implementation of
trading, risk and inventory limits, risk management strategies, analyses of how the
specific market making-related activities are designed not to exceed the reasonably
expected near term demands of customers, compensation standards, and monitoring and
review requirements that are consistent with market-making activities.®®® These
requirements are designed to distinguish exempt market making-related activities from
impermissible proprietary trading. In addition, these requirements are designed to ensure
that a banking entity is aware of, monitors, and limits the risks of its exempt activities
consistent with the prudent conduct of market making-related activities.

As described in detail below, the final market-making exemption consists of the
following elements:

o A framework that recognizes the differences in market making-related activities
across markets and asset classes by establishing criteria that can be applied based
on the liquidity, maturity, and depth of the market for the particular type of

financial instrument.

8 Certain of these requirements, like the requirements to have risk and inventory limits, risk management
strategies, and monitoring and review requirements were included in the enhanced compliance program
requirement in proposed Appendix C, but were not separately included in the proposed market-making
exemption. Like the statute, the proposed rule would have required that market making-related activities be
designed not to exceed the reasonably expected near term demand of clients, customers, or counterparties.
The Agencies are adding an explicit requirement in the final rule that a trading desk conduct analyses of
customer demand for purposes of complying with this statutory requirement.
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e A genera focus on analyzing the overall “financial exposure” and “ market-maker
inventory” held by any given trading desk rather than a transaction-by-
transaction analysis. The “financial exposure” reflects the aggregate risks of the
financial instruments, and any associated loans, commodities, or foreign
exchange or currency, held by abanking entity or its affiliate and managed by a
particular trading desk as part of its market making-related activities. The
“market-maker inventory” means all of the positions, in the financial instruments
for which the trading desk stands ready to make a market that are managed by
the trading desk, including the trading desk’ s open positions or exposures arising
from open transactions.®*

e A definition of the term “trading desk” that focuses on the operational
functionality of the desk rather than its legal status, and requirements that apply
at the trading desk level of organization within asingle banking entity or across
two or more affiliates.”®

¢ Fiverequirements for determining whether a banking entity is engaged in
permitted market making-related activities. Many of these criteria have
similarities to the factors included in the proposed rule, but with important
modifications in response to comments. These standards require that:

o Thetrading desk that establishes and manages a financial exposure

routinely stands ready to purchase and sell one or more types of financial

54 Seeinfra Part IV.A.3.c.1.c.ii. Seeasofina rule88 _.4(b)(4), (5).

% Seeinfra Part IV.A.3.c.1.ci. Theterm “trading desk” is defined as “the smallest discrete unit of
organization of abanking entity that buys or sells financial instruments for the trading account of the
banking entity or an affiliate thereof.” Final rule§ _ .3(e)(13).
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instruments related to its financial exposure and iswilling and available

to quote, buy and sell, or otherwise enter into long and short positionsin

those types of financial instruments for its own account, in commercially
reasonable amounts and throughout market cycles, on abasis appropriate
for the liquidity, maturity, and depth of the market for the relevant types
of financial instruments;®

o The amount, types, and risks of the financial instrumentsin the trading
desk’ s market-maker inventory are designed not to exceed, on an
ongoing basis, the reasonably expected near term demands of clients,
customers, or counterparties, as required by the statute and based on
certain factors and analysis;>®’

o The banking entity has established and implements, maintains, and
enforces an internal compliance program that is reasonably designed to
ensure its compliance with the market-making exemption, including
reasonably designed written policies and procedures, internal controls,
analysis, and independent testing identifying and addressing:

= Thefinancia instruments each trading desk stands ready to
purchase and sell in accordance with § __.4(b)(2)(i) of the final
rule;

= The actions the trading desk will take to demonstrably reduce or

otherwise significantly mitigate promptly the risks of its financial

% Seefina rule§ _.4(b)(2)(i); infra Part IV.A.3.c.1.Ciiii.

¥ Seefina rule§ __.4(b)(2)(ii); infra Part IV.A.3.c.2.c. Inaddition, the Agencies are adopting a
definition of the terms “client,” “customer,” and “counterparty” in 8 __.4(b)(3) of the fina rule.
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exposure consistent with its established limits; the products,
instruments, and exposures each trading desk may use for risk
management purposes, the techniques and strategies each trading
desk may use to manage the risks of its market making-related
activities and inventory; and the process, strategies, and personnel
responsible for ensuring that the actions taken by the trading desk
to mitigate these risks are and continue to be effective;>*®

= Limitsfor each trading desk, based on the nature and amount of
the trading desk’ s market making-related activities, including
factors used to determine the reasonably expected near term
demands of clients, customers, or counterparties, on: the amount,
types, and risks of its market-maker inventory; the amount, types,
and risks of the products, instruments, and exposures the trading
desk uses for risk management purposes; the level of exposures to
relevant risk factors arising from its financial exposure; and the
period of time afinancial instrument may be held;

= Internal controls and ongoing monitoring and analysis of each
trading desk’ s compliance with its limits; and

= Authorization procedures, including escalation procedures that

require review and approval of any trade that would exceed a

8 Routine market making-related risk management activity by atrading desk is permitted under the
market-making exemption and, provided the standards of the exemption are met, is not required to
separately meet the requirements of the hedging exemption. The circumstances under which risk
management activity relating to the trading desk’ s financial exposure is permitted under the market-making
exemption or must separately comply with the hedging exemption are discussed in more detail in Parts
IV.A.3.clcii.andIV.A.3.c4,infra
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trading desk’ s limit(s), demonstrable analysis that the basis for
any temporary or permanent increase to atrading desk’ s limit(s)
is consistent with the requirements of the market-making
exemption, and independent review of such demonstrable
analysis and approval;>*°
o Tothe extent that any limit identified above is exceeded, the trading desk
takes action to bring the trading desk into compliance with the limits as
promptly as possible after the limit is exceeded;®
o The compensation arrangements of persons performing market making-
related activities are designed not to reward or incentivize prohibited
proprietary trading;>** and
o The banking entity islicensed or registered to engage in market making-
related activities in accordance with applicable law.>%
e The use of quantitative measurementsto highlight activities that warrant further
review for compliance with the exemption.®*® As discussed further in Part
IV.C.3., the Agencies have reduced some of the compliance burdens by adopting

amore tailored subset of metrics than was proposed to better focus on those

*® Seefina rule§ _.4(b)(2)(iii); infra Part IV.A.3.c.3.
50 Seefinal rule§ .4(b)(2)(iv).
¥ seefina rule§ __.4(b)(2)(v); infra Part IV.A.3.c.5.

%2 seefina rule§ __.4(b)(2)(vi); infra Part IV.A.3.c.6. As discussed further below, this provision pertains
to legal registration or licensing requirements that may apply to an entity engaged in market making-related
activities, depending on the facts and circumstances. This provision would not require a banking entity to
comply with registration requirements that are not required by law, such as discretionary registration with a
national securities exchange as a market maker on that exchange.

5% Seeinfra Part IV.C.3.
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metrics that the Agencies believe are most germane to the evaluation of the
activities that firms conduct under the market-making exemption.

In refining the proposed approach to implementing the statute’ s market-making
exemption, the Agencies closely considered the various alternative approaches suggested
by commenters.®* However, like the proposed approach, the final market-making
exemption continues to adhere to the statutory mandate that provides for an exemption to
the prohibition on proprietary trading for market making-related activities. Therefore, the
final rule focuses on providing a framework for assessing whether trading activities are
consistent with market making. The Agencies believe this approach is consistent with the
statute®® and strikes an appropriate balance between commenters’ desire for both clarity
and flexibility. For example, while a bright-line or safe harbor based approach would
generally provide a high degree of certainty about whether an activity qualifies for the
market-making exemption, it would also provide less flexibility to recognize the
differences in market-making activities across markets and asset classes.® In addition,
any bright-line approach would be more likely to be subject to gaming and avoidance as

new products and types of trading activities are devel oped than other approachesto

%% See supraPart IV.A.3.b.2.

% Certain approaches suggested by commenters, such as relying solely on capital requirements, requiring
ring fencing, permitting all swap dealing activity, or focusing solely on how traders are compensated do not
appear to be consistent with the statutory language because they do not appear to limit market making-
related activity to that which is designed not to exceed the reasonably expected near term demands of
clients, customers, or counterparties, as required by the statute. See Prof. Duffie; STANY ; ICE; Shadow
Fin. Regulatory Comm.; ISDA (Feb. 2012); ISDA (Apr. 2012); G2 FinTech.

%% While an approach establishing a number of safe harbors that are each tailored to a specific asset class
would address the need to recognize differences across asset classes, such an approach may also increase

the complexity of the final rule. Further, commenters did not provide sufficient information to determine
the appropriate parameters of a safe harbor-based approach.
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implementing the market-making exemption.>®’ Although a purely guidance-based
approach would provide greater flexibility, it would also provide less clarity, which could
make it difficult for trading personnel, internal compliance personnel, and Agency
supervisors and examiners to determine whether an activity complies with the rule and
would lead to an increased risk of evasion of the statutory requirements.®®

Some commenters suggested an approach to implementing the market-making
exemption that would focus on metrics or other objective factors.>*® As discussed below,
anumber of commenters expressed support for using the metrics as atool to monitor

trading activity and not to determine compliance with the rule.®®

While the Agencies
agree that quantitative measurements are useful for purposes of monitoring a trading

desk’ s activities and are requiring certain banking entities to calculate, record, and report

%7 Asnoted above, a number of commenters suggested the Agencies adopt a bright-line rule, provide a
safe harbor for certain types of activities, or establish a presumption of compliance based on certain factors.
See, e.g., Sens. Merkley & Levin (Feb. 2012); John Reed; Prof. Richardson; Johnson & Prof. Stiglitz;
Capital Group; Invesco; BDA (Oct. 2012); Flynn & Fusselman; Prof. Colesanti et al.; SIFMA et al. (Prop.
Trading) (Feb. 2012); IIF; NY SE Euronext; Credit Suisse (Seidel); JPMC; Barclays, BoA; Wells Fargo
(Prop. Trading); PNC et al.; Oliver Wyman (Feb. 2012). Many of these commenters expressed genera
concern that the proposed market-making exemption may create uncertainty for individual traders engaged
in market making-related activity and suggested that their proposed approach would alleviate such concern.
The Agencies believe that the enhanced focus on risk and inventory limits for each trading desk (which
must be tied to the near term customer demand requirement) and the clarification that the final market-
making exemption does not require a trade-by-trade analysis should address concerns about individual
traders having to assess whether they are complying with the market-making exemption on a trade-by-trade
basis.

% Several commenters suggested a guidance-based approach, rather than requirements in the final rule.
See, e.g., SIFMA et al. (Prop. Trading) (Feb. 2012) (suggesting that this guidance could then be
incorporated in banking entities' policies and procedures for purposes of complying with therule, in
addition to the establishment of risk limits, controls, and metrics); JPMC; BoA; PUC Texas; SSgA (Feb.
2012); PNC et al.; Wells Fargo (Prop. Trading).

¥ See, e.g., Goldman (Prop. Trading); Morgan Stanley; Barclays; Wellington; CalPERS; BlackRock;
SSgA (Feb. 2012); Invesco.

80 Seeinfra Part 1V.C.3. (discussing the final rule’s metrics requirement). See SIFMA et al. (Prop.
Trading) (Feb. 2012); Wells Fargo (Prop. Trading); RBC; ICl (Feb. 2012); Occupy (stating that there are
serious limits to the capabilities of the metrics and the potential for abuse and manipulation of the input
datais significant); Alfred Brock.
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guantitative measurements to the Agenciesin the fina rule, the Agencies do not believe
that quantitative measurements should be used as a dispositive tool for determining
compliance with the market-making exemption.®

In response to two commenters' request that the final rule focus on a banking
entity’ s risk management structures or risk limits and not on attempting to define market-

making activities,*®

the Agencies do not believe that management of risk, onitsown, is
sufficient to differentiate permitted market making-related activities from impermissible
proprietary trading. For example, the existence of arisk management framework or risk
limits, while important, would not ensure that atrading desk is acting as a market maker
by engaging in customer-facing activity and providing intermediation and liquidity
services.®® The Agencies also decline to take an approach to implementing the market-
making exemption that would require the development of individualized plans for each
banking entity in coordination with the Agencies, as suggested by afew commenters.®®
The Agencies believeit is useful to establish a consistent framework that will apply to all
banking entities to reduce the potential for unintended competitive impacts that could
arise if each banking entity is subject to an individualized plan that is tailored to its
specific organizational structure and trading activities and strategies.

Although the Agencies are not in the final rule modifying the basic structure of

the proposed market-making exemption, certain general items suggested by commenters,

%01 Seeinfra Part 1V.C.3. (discussing the final metrics requirement).
802 See, e.g., Japanese Bankers Ass n.; Citigroup (Feb. 2012).

83 However, as discussed below, the Agencies believe risk limits can be a useful tool when they must
account for the nature and amount of a particular trading desk’ s market making-related activities, including
the reasonably expected near term demands of clients, customers, or counterparties.

% See MetLife; Fixed Income Forum/Credit Roundtable; ACLI (Feb. 2012).
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such as enhanced compliance program elements and risk limits, have been incorporated
inthe final rule text for the market-making exemption, instead of a separate appendix.®®
Moreover, as described below, the final market-making exemption includes specific
substantive changes in response to awide variety of commenter concerns.

The Agencies understand that the economics of market making — and financial
intermediation in genera — require a market maker to be active in markets. In
determining the appropriate scope of the market-making exemption, the Agencies have
been mindful of commenters’ views on market making and liquidity. Severa
commenters stated that the proposed rule would impact a banking entity’ s ability to
engage in market making-related activity, with corresponding reductions in market
liquidity.®® However, commenters disagreed about whether reduced liquidity would be

beneficia or detrimental to the market, or if any such reductions would even

% The Agencies are not, however, adding certain additional requirements suggested by commenters, such
as anew customer-facing criterion, margin requirements, or additional provisions regarding material
conflicts of interest or high-risk assets or trading strategies. See, e.9., Morgan Stanley; Stephen Roach; WR
Hambrecht; Sens. Merkley & Levin (Feb. 2012). The Agencies believe that the final rule includes
sufficient requirements to ensure that atrading desk relying on the market-making exemption is engaged in
customer-facing activity (for example, the final rule requires the trading desk to stand ready to buy and sell
atype of financial instrument as market maker and that the trading desk’ s market-maker inventory is
designed not to exceed the reasonably expected near term demands of clients, customers, or counterparties).
The Agencies decline to include margin requirements in the final exemption because banking entities are
currently subject to a number of different margin requirements, including those applicable to, among
others: SEC-registered broker-dealers; CFTC-registered swap dealers, SEC-registered security-based swap
dealers: and foreign dealer entities. Further, the Agencies are not providing new requirements regarding
material conflicts of interest and high-risk assets and trading strategies in the market-making exemption
because the Agencies believe these issues are adequately addressed in 8 .7 of thefinal rule. The
limitationsin & __.7 will apply to market making-related activities and all other exempted activities.

6% See supra note 545 and accompanying text. The Agencies acknowledge that reduced liquidity can be
costly. One commenter provided estimated impacts on asset valuation, borrowing costs, and transaction
costs in the corporate bond market based on certain hypothetical scenarios of reduced market liquidity.
This commenter noted that its hypothetical liquidity shifts of 5, 10, and 15 percentile points were
“necessarily arbitrary” but judged “to be realistic potential outcomes of the proposed rule.” Oliver Wyman
(Feb. 2012). Because the Agencies have made significant modifications to the proposed rule in response to
comments, the Agencies believe this commenter’ s concerns about the market impacts of the proposed rule
have been substantially addressed.
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materialize.®®” Many commenters stated that reduced liquidity could lead to other
negative market impacts, such as wider spreads, higher transaction costs, greater market
volatility, diminished price discovery, and increased cost of capital.

The Agencies understand that market makers play an important role in providing
and maintaining liquidity throughout market cycles and that restricting market-making
activity may result in reduced liquidity, with corresponding negative market impacts. For
instance, absent a market maker who stands ready to buy and sell, investors may have to
make large price concessions or otherwise expend resources searching for counterparties.
By stepping in to intermediate trades and provide liquidity, market makers thus add value
to the financial system by, for example, absorbing supply and demand imbalances. This
often means taking on financial exposures, in aprincipa capacity, to satisfy reasonably
expected near term customer demand, as well as to manage the risks associated with
meeting such demand.

The Agencies recognize that, as noted by commenters, liquidity can be associated
with narrower spreads, lower transaction costs, reduced volatility, greater price discovery,
and lower costs of capital.’® The Agencies agree with these commenters that liquidity
provides important benefits to the financial system, as more liquid markets are
characterized by competitive market makers, narrow bid-ask spreads, and frequent
trading, and that a narrowly tailored market-making exemption could negatively impact

the market by, as described above, forcing investors to make price concessions or

7 Asnoted above, afew commenters stated that reduced liquidity may provide certain benefits. See, e.g.,
Paul Volcker; AFR et al. (Feb. 2012); Public Citizen; Prof. Richardson; Johnson & Prof. Stiglitz; Better
Markets (Feb. 2012); Prof. Johnson. However, a number of commenters stated that reduced liquidity
would have negative market impacts. See supra note 545 and accompanying text.

6% See supra Part IV.A.3.b.2.b.
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unnecessarily expend resources searching for counterparties.®® For example, while bid-
ask spreads compensate market makers for providing liquidity when asset values are
uncertain, under competitive forces, dealers compete with respect to spreads, thus
lowering their profit margins on a per trade basis and benefitting investors.®® Volatility
isdriven by both uncertainty about fundamental value and the liquidity needs of
investors. When markets areilliquid, participants may have to make large price
concessions to find a counterparty willing to trade, increasing the importance of the
liquidity channel for addressing volatility. If liquidity-based volatility is not
diversifiable, investors will require arisk premium for holding liquidity risk, increasing
the cost of capital.®** Commenters additionally suggested that the effects of diminished

liquidity could be concentrated in securities markets for small or midsize companies or

699 See supra Part IV.A.3.b.2.b. Asdiscussed above, afew other commenters suggested that to the extent
liquidity is vulnerable to destabilizing liquidity spirals, any reduced liquidity stemming from section 13 of
the BHC Act and its implementing rules would not necessarily be anegativeresult. See AFR et al. (Feb.
2012); Public Citizen. See also Paul VVolcker. These commenters also suggested that the Agencies adopt
stricter conditionsin the market-making exemption, as discussed throughout this Part 1V.A.3. However,
liquidity — essentially, the ease with which assets can be converted into cash — is not destabilizing in and of
itself. Rather, liquidity spirals are afunction of how firms are funded. During market downturns, when
margin requirements tend to increase, firms that fund their operations with leverage face higher costs of
providing liquidity; firms that run up against their maximum leverage ratios may be forced to retreat from
market making, contributing to the liquidity spiral. Viewed inthislight, it isingtitutional features of
financial markets—in particular, leverage — rather than liquidity itself that contributes to liquidity spirals.

610 \Wider spreads can be costly for investors. For example, one commenter estimated that a 10 basis point
increase in spreads in the corporate bond market would cost investors $29 hillion per year. See Wellington.
Wider spreads can also be particularly costly for open-end mutual funds, which must trade in and out of the
fund’s portfolio holdings on adaily basisin order to satisfy redemptions and subscriptions. See
WEellington; AllianceBernstein.

611 A higher cost of capital increases financing costs and translates into reduced capital investment. While
one commenter estimated that a one percent increase in the cost of capital would lead to a $55 to $82.5
billion declinein capital investments by U.S. nonfarm firms, the Agencies cannot independently verify
these potential costs. Further, this commenter did not indicate what aspect of the proposed rule could cause
aone percent increase in the cost of capital. See Thakor Study. In any event, the Agencies have made
significant changes to the proposed approach to implementing the market-making exemption that should
help address this commenter’ s concern.
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for lesser-known issuers, where trading is already infrequent.®** Volume in these markets
can be low, increasing the inventory risk of market makers. The Agencies recognize that,
if the final rule creates disincentives for banking entities to provide liquidity, these low
volume markets may be impacted first.

As discussed above, the Agencies received several comments suggesting that the
negative consequences associated with reduced liquidity would be unlikely to materialize
under the proposed rule. For example, afew commenters stated that non-bank financial
intermediaries, who are not subject to section 13 of the BHC Act, may increase their
market-making activities in response to any reduction in market making by banking
entities, a topic the Agencies discussin more detail below.®*® In addition, some
commenters suggested that the restrictions on proprietary trading would support liquid
markets by encouraging banking entities to focus on financial intermediation activities
that supply liquidity, rather than proprietary trades that demand liquidity, such as
speculative trades or trades that front-run institutional investors.®** The statute prohibits
proprietary trading activity that is not exempted. As such, the termination of honexempt
proprietary trading activities of banking entities may lead to some general reductionsin
liquidity of certain asset classes. Although the Agencies cannot say with any certainty,
there is good reason to believe that to a significant extent the liquidity reductions of this

type may be temporary since the statute does not restrict proprietary trading activities of

2 gee eg., CIEBA; ACLI; PNC et al.; Morgan Stanley; Chamber (Feb. 2012); Abbott Labs et al. (Feb.
14, 2012); FEl; ICI (Feb. 2012); TMA Hong Kong; Sen. Casey.

613 See eg., Sens. Merkley & Levin (Feb. 2012); Prof. Richardson; Better Markets (Feb. 2012); Profs.
Stout & Hastings; Prof. Johnson; Occupy; Public Citizen; Profs. Admati & Pfleiderer; Better Markets (June
2012).

614 See e.g., Prof. Johnson.
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other market participants. Thus, over time, non-banking entities may provide much of
the liquidity that islost by restrictions on banking entities' trading activities. If so,
eventually, the detrimental effects of increased trading costs, higher costs of capital, and
greater market volatility should be mitigated.

Based on the many detailed comments provided, the Agencies have made
substantive refinements to the market-making exemption that the Agencies believe will
reduce the likelihood that the rule, asimplemented, will negatively impact the ability of
banking entities to engage in the types of market making-related activities permitted
under the statute and, therefore, will continue to promote the benefits to investors and
other market participants described above, including greater market liquidity, narrower
bid-ask spreads, reduced price concessions and price impact, lower volatility, and
reduced counterparty search costs, thus reducing the cost of capital. For instance, the
final market-making exemption does not require a trade-by-trade analysis, which was a
significant source of concern from commenters who represented, among other things, that
atrade-by-trade analysis could have a chilling effect on individual traders’ willingnessto
engage in market-making activities.®™ Rather, the final rule has been crafted around the
overall market making-related activities of individual trading desks, with various
requirements that these activities be demonstrably related to satisfying reasonably
expected near term customer demands and other market-making activities. The Agencies
believe that applying certain requirements to the aggregate risk exposure of atrading
desk, along with the requirement to establish risk and inventory limitsto routinize a

trading desk’ s compliance with the near term customer demand requirement, will reduce

®1° See supra note 517 (discussing commenters' concerns regarding a trade-by-trade analysis).
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negative potential impacts on individual traders decision-making process in the normal
course of market making.®*® In addition, in response to alarge number of comments
expressing concern that the proposed market-making exemption would restrict or prohibit
market making-related activitiesin less liquid markets, the Agencies are clarifying that
the application of certain requirementsin the final rule, such as the frequency of required
quoting and the near term demand requirement, will account for the liquidity, maturity,
and depth of the market for a given type of financial instrument. Thus, banking entities
will be able to continue to engage in market making-related activities across markets and
asset classes.

At the same time, the Agencies recognize that an overly broad market-making
exemption may allow banking entities to mask speculative positions as liquidity
provision or related hedges. The Agencies believe the requirements included in the final
rule are necessary to prevent such evasion of the market-making exemption, ensure
compliance with the statute, and facilitate internal banking entity and external Agency
reviews of compliance with the final rule. Nevertheless, the Agencies acknowledge that
these additional costs may have an impact on banking entities” willingness to engage in
market making-related activities. Banking entities will incur certain compliance costsin
connection with their market making-related activities under the final rule. For example,

banking entities may not currently limit their trading desks' market-maker inventory to

618 For example, by clarifying that individual tradeswill not be viewed in isolation and requiring strong
compliance procedures, this approach will generally allow an individual trader to operate within the
compliance framework established for his or her trading desk without having to assess whether each
individual transaction complies with all requirements of the market-making exemption.
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that which is designed not to exceed reasonably expected near term customer demand, as
required by the statute.

As discussed above, commenters presented diverging views on whether non-
banking entities are likely to enter the market or increase their market-making activitiesif
the final rule should cause banking entities to reduce their market-making activities.*"’
The Agencies note that prior to the Gramm-Leach-Bliley Act of 1999, market-making
services were more commonly provided by non-bank-affiliated broker-dealers than by
banking entities. As discussed above, by intermediating and facilitating trading, market
makers provide value to the markets and profit from providing liquidity. Should banking
entities retreat from making markets, the profit opportunities available from providing
liquidity will provide an incentive for non-bank-affiliated broker-dealers to enter the
market and intermediate trades. The Agencies are unable to assess the likely effect with
any certainty, but the Agencies recognize that a market-making operation requires certain
infrastructure and capital, which will impact the ability of non-banking entities to enter
the market-making business or to increase their presence. Therefore, should banking
entities retreat from making markets, there could be atransition period with reduced
liquidity as non-banking entities build up the needed infrastructure and obtain capital.
However, because the Agencies have substantially modified this exemption in response

to comments to ensure that market making related to near-term customer demand is

617 See supra notes 560 and 564 and accompanying text (discussing comments on the issue of whether non-
banking entities are likely to enter the market or increase their trading activities in response to reduced
trading activity by banking entities). For example, one commenter stated that broker-dealers that are not
affiliated with a bank would have reduced access to lender-of-last resort liquidity from the central bank,
which could limit their ability to make markets during times of market stress or when capital buffers are
small. SeeProf. Duffie. However, another commenter noted that the presence and evolution of market
making after the enactment of the Glass-Steagall Act mutes this particular concern. See Prof. Richardson.
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permitted as contemplated by the statute, the Agencies do not believe the fina rule
should significantly impact currently-available market-making services.®'®

Detailed Explanation of the Market-M aking Exemption

1. Requirement to routinely stand ready to purchase and sell
a Proposed requirement to hold self out

Section __.4(b)(2)(ii) of the proposed rule would have required the trading desk
or other organizational unit that conducts the purchase or sale in reliance on the market-
making exemption to hold itself out as being willing to buy and sell, including through
entering into long and short positionsin, the financial instrument for its own account on a
regular or continuous basis.®*® The proposal stated that a banking entity could rely on the
proposed exemption only for the type of financia instrument that the entity actually made
amarket in.%®

The proposal recognized that the precise nature of a market maker’s activities

often varies depending on the liquidity, trade size, market infrastructure, trading volumes

®18 Certain non-banking entities, such as some SEC-registered broker-dealers that are not banking entities
subject to the final rule, currently engage in market-making activities and, thus, should have the needed
infrastructure and may attract additional capital. If the final rule has a margina impact on banking entities
willingness to engage in market making-related activities, these non-banking entities should be able to
respond by increasing their market making-related activities. The Agencies recognize, however, that firms
that do not have existing infrastructure or sufficient capital are unlikely to be able to act as market makers
shortly after the final rule isimplemented. Nevertheless, because some non-bank-affiliated broker-dealers
currently operate market-making desks, and because it was the dominant model prior to the Gramm-Leach-
Bliley Act, the Agencies believe that non-bank-affiliated financial intermediaries will be able to provide
market-making services longer term.

819 See proposed rule § __.4(b)(2)(ii).

620 see Joint Proposal, 76 FR at 68,870 (“Notably, this criterion requires that a banking entity relying on
the exemption with respect to a particular transaction must actually make a market in the [financial
instrument] involved; simply because a banking entity makes a market in one type of [financial instrument]
does not permit it to rely on the market-making exemption for another type of [financial instrument].”);
CFTC Proposdl, 77 FR at 8355-8356.
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and frequency, and geographic location of the market for any particular financial
instrument.®? To account for these variations, the Agencies proposed indicia for
assessing compliance with this requirement that differed between relatively liquid
markets and less liquid markets. Further, the Agencies recognized that the proposed
indicia could not be applied at all times and under all circumstances because some may
be inapplicable to the specific asset class or market in which the market making-related
activity is conducted.

In particular, the proposal stated that a trading desk or other organizationa unit’s
market making-related activitiesin relatively liquid markets, such as equity securities or
other exchange-traded instruments, should generally include: (i) making continuous, two-
sided quotes and holding oneself out as willing to buy and sell on a continuous basis; (ii)
a pattern of trading that includes both purchases and sales in roughly comparable
amounts to provide liquidity; (iii) making continuous quotations that are at or near the
market on both sides; and (iv) providing widely accessible and broadly disseminated

622

guotes.”™ With respect to market making in less liquid markets, the proposal noted that

the appropriate indicia of market making-related activities will vary, but should generally

include: (i) holding oneself out as willing and available to provide liquidity by providing

623

guotes on aregular (but not necessarily continuous) basis;” (ii) with respect to

621 See Joint Proposal, 76 FR at 68,870; CFTC Proposal, 77 FR at 8356.

622 See Joint Proposal, 76 FR at 68,870-68,871; CFTC Proposal, 77 FR at 8356. These proposed factors
are generally consistent with the indicia used by the SEC to assess whether a broker-dealer is engaged in
bona fide market making for purposes of Regulation SHO under the Exchange Act. See Joint Proposal, 76
FR at 68,871 n.148; CFTC Proposal, 77 FR at 8356 n.155.

2 The Agencies noted that, with respect to this factor, the frequency of regular quotations will vary, as
moderately illiquid markets may involve quotations on adaily or more frequent basis, while highly illiquid
markets may trade only by appointment. See Joint Proposal, 76 FR at 68,871 n.149; CFTC Proposal, 77 FR
at 8356 n.156.
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securities, regularly purchasing securities from, or selling securities to, clients, customers,
or counterparties in the secondary market; and (iii) transaction volumes and risk
proportionate to historical customer liquidity and investments needs.®*

In discussing this proposed requirement, the Agencies stated that bona fide market
making-related activity may include certain block positioning and anticipatory position-
taking. More specifically, the proposal indicated that the bona fide market making-
related activity described in 8 __.4(b)(2)(ii) of the proposed rule would include: (i) block
positioning if undertaken by atrading desk or other organizational unit of a banking
entity for the purpose of intermediating customer trading;®® and (ii) taking positionsin
securitiesin anticipation of customer demand, so long as any anticipatory buying or
selling activity is reasonable and related to clear, demonstrable trading interest of clients,

customers, or counterparties.®?®

b. Comments on the proposed requirement to hold self out

Commenters raised many issues regarding 8 __.4(b)(2)(ii) of the proposed
exemption, which would require a trading desk or other organizational unit to hold itself
out as willing to buy and sell the financial instrument for its own account on aregular or
continuous basis. As discussed below, some commenters viewed the proposed

reguirement as too restrictive, while other commenters stated that the requirement was

624 See Joint Proposal, 76 FR at 68,871; CFTC Proposal, 77 FR at 8356.

2% |n the preamble to the proposed rule, the Agencies stated that the SEC’s definition of “qualified block
positioner” may serve as guidance in determining whether a block positioner engaged in block positioning
is engaged in bona fide market making for purposes of § _.4(b)(2)(ii) of the proposed rule. See Joint
Proposal, 76 FR at 68,871 n.151; CFTC Proposal, 77 FR at 8356 n.157.

6% See Joint Proposal, 76 FR at 68,871; CFTC Proposal, 77 FR at 8356-8357.
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too permissive. Two commenters expressed support for the proposed requirement.®” A
number of commenters provided views on statements in the proposal regarding indicia of
bona fide market making in more and less liquid markets and the permissibility of block
positioning and anticipatory position-taking.

Several commenters represented that the proposed requirement was too
restrictive.®® For example, a number of these commenters expressed concern that the
proposed requirement may limit a banking entity’ s ability to act as a market maker under
certain circumstances, including in less liquid markets, for instruments lacking a two-
sided market, or in customer-driven, structured transactions.*® In addition, afew
commenters expressed specific concern about how this requirement would impact more
limited market-making activity conducted by banks.®*°

Many commenters indicated that it was unclear whether this provision would
require atrading desk or other organizational unit to regularly or continuously quote
every financial instrument in which a market is made, but expressed concern that the
proposed language could be interpreted in this manner.®** These commenters noted that

there are thousands of individual instruments within a given asset class, such as corporate

bonds, and that it would be burdensome for a market maker to provide quotesin such a

27 See Sens. Merkley & Levin (Feb. 2012); Alfred Brock.
6% Seeinfra Part IV.A.3.c.1.ciii. (addressing these concerns).

2 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Morgan Stanley; Barclays; Goldman (Prop.
Trading); ABA; Chamber (Feb. 2012); BDA (Feb. 2012); Fixed Income Forum/Credit Roundtable; ACLI
(Feb. 2012); T. Rowe Price; PUC Texas, PNC; MetLife; RBC; IHS; SSgA (Feb. 2012).

%0 gee e.g., PNC (stating that the proposed rule needs to account for market making by regional banks on
behalf of small and middle-market customers whose securities are less liquid); ABA (stating that the rule
should continue to permit banks to provide limited liquidity by buying securities that they feel are suitable
for their retail and ingtitutional customer base by stating that a bank is “holding itself out” when it buys and
sells securities that are suitable for its customers).

81 Thisissueis further discussed in Part IV.A.3.c.1.ciiii., infra.
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%32 One of these

large number of instruments on aregular or continuous basis.
commenters represented that, because customer demand may be infrequent in a particular
instrument, requiring a banking entity to provide regular or continuous quotesin the
instrument may not provide a benefit to its customers.®*® A few commenters requested
that the Agencies provide further guidance on thisissue or modify the proposed standard
to state that holding oneself out in arange of similar instruments will be considered to be
within the scope of permitted market making-related activities.**

To address concerns about the restrictiveness of this requirement, commenters

suggested certain modifications. For example, some commenters suggested adding

language to the requirement to account for market making in markets that do not typically

6% See e.g., Goldman (Prop. Trading) (stating that it would be burdensome for aU.S. credit market-
making business to be required to produce and disseminate quotes for thousands of individual bond

CUSIPs that trade infrequently and noting that a market maker in credit markets will typically disseminate
indicative prices for the most liquid instruments but, for the thousands of other instruments that trade
infrequently, the market maker will generally provide a price for a trade upon request from another market
participant); Morgan Stanley; SIFMA et al. (Prop. Trading) (Feb. 2012); RBC. See also BDA (Feb. 2012);
FTN (stating that in some markets, such as the markets for residential mortgage-backed securities and
investment grade corporate debt, a market maker will hold itself out in a subset of instruments (e.g.,
particular issues in the investment grade corporate debt market with heavy trading volume or that are in the
midst of particular credit developments), but will trade in other instruments within the group or sector upon
inquiry from customers and other dealers); Oliver Wyman (Feb. 2012) (discussing data regarding the
number of U.S. corporate bonds and frequency of trading in such bonds in 2009).

633 See Goldman (Prop. Trading).

6% See, e.g., RBC (recommending that the Agencies clarify that atrading desk is required to hold itself out
aswilling to buy and sell a particular type of “product”); SIFMA et al. (Prop. Trading) (Feb. 2012)
(suggesting that the Agencies use the term “instrument,” rather than “ covered financial position,” to
provide greater clarity); CIEBA (supporting aternative criteria that would reguire a banking entity to hold
itself out generally as a market maker for the relevant asset class, but not for every instrument it purchases
and sells); Goldman (Prop. Trading). One of these commenters recommended that the Agencies recognize
and permit the following kinds of activity in related financial instruments: (i) options market makers should
be deemed to be engaged in market making in al put and call series related to a particular underlying
security and should be permitted to trade the underlying security regardless of whether such trade qualifies
for the hedging exemption; (ii) convertible bond traders should be permitted to trade in the associated
equity security; (iii) amarket maker in one issuer’ s bonds should be considered a market maker in similar
bonds of other issuers; and (iv) amarket maker in standardized interest rate swaps should be considered to
be engaged in market making-related activity if it engagesin a customized interest rate swap with a
customer upon request. See RBC.
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involve regular or continuous, or two-sided, quoting.®®® In addition, afew commenters
requested that the requirement expressly include transactions in new instruments or
transactions in instruments that occur infrequently to address situations where a banking
entity may not have previously had the opportunity to hold itself out as willing to buy and
sel| the applicable instrument.®®*® Other commenters supported alternative criteria for
assessing whether a banking entity is acting as a market maker, such as: (i) awillingness
to respond to customer demand by providing prices upon request;®* (ii) being in the
business of providing prices upon request for that financial instrument or other financial
instruments in the same or similar asset class or product class;**® or (iii) a historical test

of market-making activity, with compliance judged on the basis of actual trades.®*

Finaly, two commenters stated that this requirement should be moved to Appendix B of

8% See e.g., Morgan Stanley (suggesting that the Agencies add the phrase “or, in markets where regular or
continuous quotes are not typically provided, the trading unit stands ready to provide quotes upon
request”); Barclays (suggesting addition of the phrase “to the extent that two-sided markets are typically
made by market makersin agiven product,” aswell as changing the reference to “purchase or sale’ to
“market making-related activity” to avoid any inference of atrade-by-trade analysis). See also Fixed
Income Forum/Credit Roundtable. To address concerns about the requirement’ s application to bespoke
products, one commenter suggested that the rule clearly state that a banking entity fulfills this requirement
if it markets structured transactionsto its client base and stands ready to enter into such transactions with
customers, even though transactions may occur on arelatively infrequent basis. See JPMC.

6% See Wells Fargo (Prop. Trading); RBC (supporting this approach as an alternative to removing the
requirement from the rule, but primarily supporting its removal). See also ISDA (Feb. 2012) (stating that
the analysis of compliance with the proposed regquirement must carefully consider the degree of presence a
market maker wishes to have in a given market, which may include being aleader in certain types of
instruments, having a secondary presence in others, and potentially leaving or entering other submarkets).

837 See SIFMA et al. (Prop. Trading) (Feb. 2012). This commenter also suggested that such test be assessed
at the “trading unit” level. Seeid.

6% See Goldman (Prop. Trading).
6% See FTN.
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the rule,®* which, according to one of these commenters, would provide the Agencies
greater flexibility to consider the facts and circumstances of a particular activity.®*
Other commenters took the view that the proposed requirement was too
permissive.®*? For example, one commenter stated that the proposed standard provided
too much room for interpretation and would be difficult to measure and monitor. This
commenter expressed particular concern that atrading desk or other organizationa unit
could meet this requirement by regularly or continuously making wide, out of context
guotes that do not present any real risk of execution and do not contribute to market
liquidity.®*® Some commenters suggested the Agencies place greater restrictions on a
banking entity’ s ability to rely on the market-making exemption in certain illiquid
markets, such as assets that cannot be reliably valued, products that do not have a genuine
external market, or instruments for which a banking entity does not expect to have
customers wishing to both buy and sell.*** In support of these requests, commenters
stated that trading in illiquid products raises certain concerns under the rule, including: a
lack of reliable data for purposes of using metrics to monitor a banking entity’ s market
making-related activity (e.g., products whose val uations are determined by an internal

model that can be manipulated, rather than an observable market price);** relation to the

6% See Flynn & Fusselman; JPMorgan.
1 See JPMC.

2 See eg., Occupy; AFR et al. (Feb. 2012); Public Citizen; Johnson & Prof. Stiglitz; John Reed. See
infra note 746 and accompanying text (responding to these comments).

63 See Occupy.

64 See Occupy; AFR et al. (Feb. 2012); Public Citizen; Johnson & Prof. Stiglitz; Sens. Merkley & Levin
(Feb. 2012); John Reed.

% See AFR et al. (Feb. 2012); Occupy.
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last financial crisis;®*® lack of important benefits to the real economy;®’ similarity to
prohibited proprietary trading;®*® and inconsistency with the statute’ s requirements that
market making-related activity must be “designed not to exceed the reasonably expected
near term demands of clients, customers, or counterparties’ and must not result in a
material exposure to high-risk assets or high-risk trading strategies.®*

These commenters also requested that the proposed requirement be modified in
certain ways. In particular, several commenters stated that the proposed exemption
should only permit market making in assets that can be reliably valued through external
market transactions.®® In order to implement such alimitation, three commenters
suggested that the Agencies prohibit banking entities from market making in assets
classified as Level 3 under FAS 157.%' One of these commenters explained that Level 3

assets are generally highly illiquid assets whose fair value cannot be determined using

6% See Occupy.
847 See John Reed.
88 See Johnson & Prof. Stiglitz.

849 See Sens. Merkley & Levin (Feb. 2012) (stating that a banking entity must have or reasonably expect at
least two customers—one for each side of the trade—and must have a reasonable expectation of the second
customer coming to take the position or risk off its books in the “near term”); AFR et al. (Feb. 2012);
Public Citizen.

60 See AFR et al. (Feb. 2012) (stating that the rule should ban market making in illiquid and opagque
securities with no genuine external market, but permit market making in somewhat illiquid securities, such
as certain corporate bonds, as long as the securities can be reliably valued with reference to other extremely
similar securities that are regularly traded in liquid markets and the financial outcome of the transaction is
reasonably predictable); Johnson & Prof. Stiglitz (recommending that permitted market making be limited
to assets that can bereliably valued in, at a minimum, a moderately liquid market evidenced by trading
within areasonable period, such as aweek, through area transaction and not simply with interdealer
trades); Public Citizen (stating that market making should be limited to assets that can be reliably valued in
amarket where transactions take place on aweekly basis).

! See AFR et al. (Feb. 2012) (stating that such alimitation would be consistent with the proposed
limitation on “high-risk assets” and the discussion of this limitation in proposed Appendix C); Public
Citizen; Prof. Richardson.

189



either market prices or models.®>? In addition, afew commenters suggested that banking
entities be subject to additional capital charges for market making in illiquid products.®®®
Another commenter stated that the Agencies should require all market making-related
activity to be conducted on a multilateral organized electronic trading platform or
exchange to make it possible to monitor and confirm certain trading data.®** Two
commenters emphasized that their recommended restrictions on market making inilliquid
655

markets should not prohibit banking entities from making markets in corporate bonds.

I The proposed indicia

As noted above, the proposal set forth certain indicia of bona fide market making-
related activity in liquid and less liquid markets that the Agencies proposed to apply
when evaluating whether a banking entity was eligible for the proposed exemption.®*®
Several commenters provided their views regarding the effectiveness of the proposed

indicia

852 See Prof. Richardson.

3 Two commenters recommended that banking entities be required to treat trading in assets that cannot be
reliably valued and that trade only by appointment, such as bespoke derivatives and structured products, as
providing an illiquid bespoke loan, which are subject to higher capital charges under the Federal banking
agencies capital rules. See Johnson & Prof. Stiglitz; John Reed. Another commenter suggested that, if not
directly prohibited, trading in bespoke instruments that cannot be reliably valued should be assessed an
appropriate capital charge. See Public Citizen.

% See Occupy. This commenter further suggested that the exemption exclude all activities that include:
(i) assets whose changes in value cannot be mitigated by effective hedges; (ii) new products with rapid
growth, including those that do not have a market history; (iii) assets or strategies that include significant
imbedded leverage; (iv) assets or strategies that have demonstrated significant historical volatility; (v)
assets or strategies for which the application of capital and liquidity standards would not adequately
account for the risk; and (vi) assets or strategies that result in large and significant concentrations to sectors,
risk factors, or counterparties. Seeid.

5 See AFR et al. (Feb. 2012); Johnson & Prof. Stiglitz.
66 SeesupraPart IV.A.3.c.la
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With respect to the proposed indiciafor liquid markets, afew commenters

%7 One of these commenters stated that while

expressed support for the proposed indicia.
the proposed factors are reasonably consistent with bona fide market making, the
Agencies should add two other factors: (i) awillingness to transact in reasonable
quantities at quoted prices, and (ii) inventory turnover.®*®

Other commenters, however, stated that the proposed use of factors from the
SEC’sanalysis of bona fide market making under Regulation SHO was inappropriate in
this context. In particular, these commenters represented that bona fide market making
for purposes of Regulation SHO is a purposefully narrow concept that permits a subset of
market makersto qualify for an exception from the “locate” requirement in Rule 203 of
Regulation SHO. The commenters further expressed the belief that the policy goals of
section 13 of the BHC Act do not necessitate a similarly narrow interpretation of market
making.®>°

A few commenters expressed particular concern about how the factor regarding
patterns of purchases and sales in roughly comparable amounts would apply to market
making in exchange-traded funds (“ETFs’). According to these commenters,
demonstrating this factor could be difficult because ETF market making involves a

pattern of purchases and sales of groups of equivalent securities (i.e., the ETF shares and

the basket of securities and cash that is exchanged for them), not a single security. In

87 See Occupy; AFR et al. (Feb. 2012); NY SE Euronext (expressing support for the indicia set forth in the
FSOC study, which are substantially the same astheindiciain the proposal); Alfred Brock.

8 See AFR et al. (Feb. 2012).
89 see Goldman (Prop. Trading); SIFMA et al. (Prop. Trading) (Feb. 2012).

191



addition, the commenters were unsure whether this factor could be demonstrated in times
of limited trading in ETF shares.*®

The preamble to the proposed rule also provided certain proposed indicia of bona
fide market making-related activity in less liquid markets.®® As discussed above,
commenters had differing views about whether the exemption for market making-related
activity should permit banking entities to engage in market making in some or al illiquid
markets. Thus, with respect to the proposed indiciafor market making in lessliquid
markets, commenters generally stated that the indicia should be broader or narrower,
depending on the commenter’ s overall view on the issue of market making inilliquid
markets. One commenter stated that the proposed indicia are effective.®®?

Thefirst proposed factor of market making-related activity in less liquid markets
was holding oneself out as willing and available to provide liquidity by providing quotes
on aregular (but not necessarily continuous) basis. Asnoted above, several commenters
expressed concern about a requirement that market makers provide regular quotations in
less liquid instruments, including in fixed income markets and bespoke, customized

derivatives.5®

With respect to the interaction between the rule language requiring
“regular” quoting and the proposal’ s language permitting trading by appointment under
certain circumstances, some of these commenters expressed uncertainty about how a

market maker trading only by appointment would be able to satisfy the proposed rule’s

%0 See |Cl (Feb. 2012); ICI Global.
! SeesupraPartIV.A.3.c.la
%62 gee Alfred Brock.

663 See supra note 629 accompanying text. With respect to this factor, one commenter requested that the
Agencies delete the parenthetical of “but not necessarily continuous’ from the proposed factor as part of a
broader effort to recognize the relativeilliquidity of swap markets. See ISDA (Feb. 2012).
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regular quotation requirement.®®* In addition, another commenter stated that the
proposal’ s recognition of trading by appointment does not alleviate concerns about
applying the “regular” quotation requirement to market making in less liquid instruments
in markets that are not, as awhole, highly illiquid, such as credit and interest rate
markets.®®

Other commenters expressed concern about only requiring a market maker to
provide regular quotations or permitting trading by appointment to qualify for the market-
making exemption. With respect to regular quotations, some commenters stated that such
arequirement enables evasion of the prohibition on proprietary trading because a
proprietary trader may post a quote at atime of little interest in afinancia product or may
post wide, out of context quotes on aregular basis with no real risk of execution.®®
Several commenters stated that trading only by appointment should not qualify as market

%7 Some of these commenters stated that there

making for purposes of the proposed rule.
isno “market” for assets that trade only by appointment, such as customized, structured
products and OTC derivatives.®®

The second proposed criterion for market making-related activity in less liquid

markets was, with respect to securities, regularly purchasing securities from, or selling

securities to, clients, customers, or counterparties in the secondary market. Two

% See SIFMA et al. (Prop. Trading) (Feb. 2012); CIEBA. These commenters requested greater clarity or
guidance on the meaning of “regular” in the instance of a market maker trading only by appointment. See
id.

% See Goldman (Prop. Trading).

86 See Public Citizen; Occupy. One of these commenters further noted that most markets lack a structural
framework that would enable monitoring of compliance with this requirement. See Occupy.

67 See, e.g., Sens. Merkley & Levin (Feb. 2012); Johnson & Prof. Stiglitz; John Reed; Public Citizen.
8 See e.g., John Reed; Public Citizen.
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commenters expressed concern about this proposed factor.°® In particular, one of these
commenters stated that the language is fundamentally inconsistent with market making
because it contemplates that only taking one side of the market is sufficient, rather than
both buying and selling an instrument.®™ The other commenter expressed concern that
banking entities would be allowed to accumulate a significant amount of illiquid risk
because the indiciafor market making-related activity in less liquid markets did not
require a market maker to buy and sell in comparable amounts (as required by the indicia
for liquid markets).®™

Finally, the third proposed factor of market making in less liquid markets would
consider transaction volumes and risk proportionate to historical customer liquidity and
investment needs. A few commenters indicated that there may not be sufficient
information available for a banking entity to conduct such an analysis.®”? For example,
one commenter stated that historical information may not necessarily be available for
new businesses or developing markets in which a market maker may seek to establish
trading operations.®”® Another commenter expressed concern that this factor would not
help differentiate market making from prohibited proprietary trading because most
674

illiquid markets do not have a source for such historical risk and volume data.

ii. Treatment of block positioning activity

9 See AFR et al. (Feb. 2012); Occupy.

b0 See AFR et al. (Feb. 2012)

671 See Occupy.

672 See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Occupy.
673 See Goldman (Prop. Trading).

67 See Occupy.
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The proposal provided that the activity described in § __.4(b)(2)(ii) of the
proposed rule would include block positioning if undertaken by atrading desk or other
organizational unit of a banking entity for the purpose of intermediating customer
trading.®”™

A number of commenters supported the general language in the proposal
permitting block positioning, but expressed concern about the reference to the definition
of “qualified block positioner” in SEC Rule 3b-8(c).®”® With respect to using Rule 3b-
8(c) as guidance under the proposed rule, these commenters represented that Rule 3b-
8(c)’ srequirement to resell block positions “as rapidly as possible” would cause negative
results (e.q., fire sales) or create market uncertainty (e.q., when, if ever, alonger unwind
would be permitted).®”” According to one of these commenters, gradually disposing of a
large long position purchased from a customer may be the best means of reducing near
term price volatility associated with the supply shock of trying to sell the position at
once.®® Another commenter expressed concern about the second requirement of Rule
3b-8(c), which provides that the dealer must determine in the exercise of reasonable
diligence that the block cannot be sold to or purchased from others on equivalent or better

terms. This commenter stated that this kind of determination would be difficult in less

67 See Joint Proposal, 76 FR at 68,871.

% See eg., RBC; SIFMA (Asset Mgmt.) (Feb. 2012); Goldman (Prop. Trading). See also infra note 735
(responding to these comments).

67" See RBC (expressing concern about fire sales); SIFMA (Asset Mgmt.) (Feb. 2012) (expressing concern
about fire sales, particularly in less liquid markets where a block position would overwhelm the market and
undercut the price a market maker can obtain); Goldman (Prop. Trading) (representing that this requirement
could create uncertainty about whether alonger unwind would be permissible and, if so, under what
circumstances).

68 See Goldman (Prop. Trading).
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liguid markets because those markets do not have widely disseminated quotes that dealers
can use for purposes of comparison.®”

Beyond the reference to Rule 3b-8(c), afew commenters expressed more general
concern about the proposed rule' s application to block positioning activity.®® One
commenter noted that the proposal only discussed block positioning in the context of the
proposed requirement to hold oneself out, which implies that block positioning activity
also must meet the other requirements of the market-making exemption. This commenter
requested an explicit recognition that banking entities meet the requirements of the
market-making exemption when they enter into block trades for customers, including
related trades entered to support the block, such as hedging transactions.®® Finally, one
commenter expressed concern that the inventory metrics in proposed Appendix A would
make deal ers reluctant to execute large, principal transactions because such trades would
have a transparent impact on inventory metrics in the relevant asset class.®®

iii. Treatment of anticipatory market making

In the proposal, the Agencies proposed that “bona fide market making-related

activity may include taking positions in securities in anticipation of customer demand, so

7% See RBC.

0 See SIFMA (Asset Mgmt.) (Feb. 2012); Fidelity (requesting that the Agencies explicitly recognize that
block trades qualify for the market-making exemption); Oliver Wyman (Feb. 2012).

8 See SIFMA (Asset Mgmt.) (Feb. 2012).

682 See Oliver Wyman (Feb. 2012). This commenter estimated that investors trading out of large block
positions on their own, without a market maker directly providing liquidity, would have to pay incremental
transaction costs between $1.7 and $3.4 billion per year. This commenter estimated a block trading size of
$850 hillion, based on a haircut of total block trading volume reported for NY SE and Nasdag. The
commenter then estimated, based on market interviews and analysis of standard market impact models
provided by dedlers, that the market impact of executing large block orders without direct market maker
liquidity provision would be the difference between the market impact costs of executing a block trade over
a5-day period versus a 1-day period —which would be approximately 20 to 50 basis points, depending on
the size of the trade. Seeid.
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long as any anticipatory buying or selling activity is reasonable and related to clear,
demonstrable trading interest of clients, customers, or counterparties.”®* Many
commenters indicated that the language in the proposal isinconsistent with the statute’s
language regarding near term demands of clients, customers, or counterparties.
According to these commenters, the statute’ s “designed” and “reasonably expected”
language expressly acknowledges that a market maker may need to accumulate inventory
before customer demand manifestsitself. Commenters further represented that the
proposed standard may unduly limit a banking entity’ s ability to accumulate inventory in
anticipation of customer demand.®®

In addition, two commenters expressed concern that the proposal’ s language
would effectively require a banking entity to engage in impermissible front running.®®
One of these commenters indicated that the Agencies should not restrict anticipatory
trading to such a short time period.®® To the contrary, the other commenter stated that
anticipatory accumulation of inventory should be considered to be prohibited proprietary

trading.®®” A few commenters noted that the standard in the proposal explicitly refersto

securities and requested that the reference be changed to encompass the full scope of

€83 Joint Proposal, 76 FR at 68,871; CFTC Proposal, 77 FR at 8356-8357.

4 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012) (expressing concern that requiring trades to be
related to clear demonstrable trading interest could curtail the market-making function by removing a
market maker’s discretion to develop inventory to best serve its customers and adversely restrict liquidity);
Goldman (Prop. Trading); Chamber (Feb. 2012); Comm. on Capital Markets Regulation. See also Morgan
Stanley (requesting certain revisions to more closely track the statute); SIFMA (Asset Mgmt.) (Feb. 2012)
(expressing general concern that the standard creates limitations on a market maker’ sinventory). These
comments are addressed in Part IV.A.3.c.2,, infra.

685 See Goldman (Prop. Trading); Occupy. See also Public Citizen (expressing general concern that
accumulating positions in anticipation of demand opens issues of front running).

68 See Goldman (Prop. Trading).
687 See Occupy.
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8 Several commenters

financial instruments covered by the rule to avoid ambiguity.
recommended that the language be eliminated®®® or modified®® to address the concerns
discussed above.

V. High-frequency trading

A few commenters stated that high-frequency trading should be considered
prohibited proprietary trading under the rule, not permitted market making-related
activity.®" For example, one commenter stated that the Agencies should not confuse
high volume trading and market making. This commenter emphasized that algorithmic
tradersin general —and high-frequency tradersin particular — do not hold themselves out
in the manner required by the proposed rule, but instead only offer to buy and sell when
they think it is profitable.®®* Another commenter suggested the Agencies impose a

resting period on any order placed by a banking entity in reliance on any exemption in the

%8 See Goldman (Prop. Trading); ISDA (Feb. 2012); SIFMA et al. (Prop. Trading) (Feb. 2012).

6% See BoA (stating that a market maker must acquire inventory in advance of express customer demand
and customers expect a market maker’ s inventory to include not only the financial instrumentsin which
customers have previoudly traded, but also instruments that the banking entity believes they may want to
trade); Occupy.

80 See Morgan Stanley (suggesting a new standard providing that a purchase or sale must be “reasonably
consistent with observable customer demand patterns and, in the case of new asset classes or markets, with
reasonably expected future devel opments on the basis of the trading unit’s client relationships’); Chamber
(Feb. 2012) (requesting that the final rule permit market makers to make individualized assessments of
anticipated customer demand based on their expertise and experience in the markets and make trades
according to those assessments); Goldman (Prop. Trading) (recommending that the Agencies instead focus
on how trading activities are “designed” to meet the reasonably expected near term demands of clients over
time, rather than whether those demands have actually manifested themselves at a given point in time);
ISDA (Feb. 2012) (stating that the Agencies should clarify this language to recognize differences between
liquid and illiquid markets and noting that illiquid and low volume markets necessitate that swap dealers
take alonger and broader view than dealersin liquid markets).

1 See e.g., Better Markets (Feb. 2012); Occupy; Public Citizen.
692 See Better Markets (Feb. 2012). See aso infra note 742 (addressing thisissue).

198



rule by, for example, prohibiting a banking entity from buying and subsequently selling a
position within a span of two seconds.®®

C. Final requirement to routinely stand ready to purchase and sell

Section __.4(b)(2)(i) of the final rule provides that the trading desk that
establishes and manages the financial exposure must routinely stand ready to purchase
and sell one or more types of financia instruments related to its financial exposure and be
willing and available to quote, buy and sell, or otherwise enter into long and short
positions in those types of financial instruments for its own account, in commercially
reasonable amounts and throughout market cycles, on a basis appropriate for the
liquidity, maturity, and depth of the market for the relevant types of financia instruments.
Asdiscussed in more detail below, the standard of “routinely” standing ready to purchase
and sell one or more types of financial instruments will be interpreted to account for
differences across markets and asset classes. In addition, this requirement provides that a
trading desk must be willing and available to provide quotations and transact in the
particular types of financial instrumentsin commercially reasonable amounts and
throughout market cycles. Thus, atrading desk’s activities would not meet the terms of
the market-making exemption if, for example, the trading desk only provides wide
guotations on one or both sides of the market relative to prevailing market conditions or
isonly willing to trade on an irregular, intermittent basis.

While this provision of the market-making exemption has some similarity to the

requirement to hold oneself out in 8 __.4(b)(2)(ii) of the proposed rule, the Agencies have

6% See Occupy.
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made a number of refinements in response to comments. Specifically, a number of
commenters expressed concern that the proposed requirement did not sufficiently account
for differences between markets and asset classes and would unduly limit certain types of
market making by requiring “regular or continuous’ quoting in a particular instrument.®**
The explanation of this requirement in the proposal was intended to address many of
these concerns. For example, the Agencies stated that the proposed “indicia cannot be
applied at all times and under all circumstances because some may be inapplicable to the
specific asset class or market in which the market-making activity is conducted.” %%
Nonetheless, the Agencies believe that certain modifications are warranted to clarify the
rule and to prevent a potential chilling effect on market making-related activities
conducted by banking entities.

Commenters represented that the requirement that a trading desk hold itself out as
being willing to buy and sell “on aregular or continuous basis,” aswas originally
proposed, was impossible to meet or impractical in the context of many markets,

696

especialy less liquid markets.”™ Accordingly, the final rule requires atrading desk that

69 See supra Part 1V.A.3.c.1.b. (discussing comments on thisissue). The Agencies did not intend for the
reference to “covered financial position” in the proposed rule to imply a single instrument, although
commenters contended that the proposal may not have been sufficiently clear on this point.

% Joint Proposal, 76 FR at 68,871; CFTC Proposal, 77 FR at 8356.

%% See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Morgan Stanley; Barclays; Goldman (Prop.
Trading); ABA; Chamber (Feb. 2012); BDA (Feb. 2012); Fixed Income Forum/Credit Roundtable; ACLI
(Feb. 2012); T. Rowe Price; PUC Texas; PNC; MetLife; RBC; SSgA (Feb. 2012). Some commenters
suggested alternative criteria, such as providing prices upon request, using a historical test of market
making, or a purely guidance-based approach. See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman
(Prop. Trading); FTN; Flynn & Fusselman; JPMC. The Agencies are not adopting a requirement that the
trading desk only provide prices upon request because the Agencies believe it would be inconsistent with
market making in liquid exchange-traded instruments where market makers regularly or continuously post
guotes on an exchange. With respect to one commenter’ s suggested approach of a historical test of market
making, this commenter did not provide enough information about how such atest would work for the
Agencies consideration. Finally, the final rule does not adopt a purely guidance-based approach because,
as discussed further above, the Agencies believe it could lead to an increased risk of evasion.
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establishes and manages the financial exposure to “routinely” stand ready to trade one or
more types of financial instruments related to its financial exposure. As discussed below,
the meaning of “routinely” will account for the liquidity, maturity, and depth of the
market for atype of financial instrument, which should address commenter concern that
the proposed standard would not work in less liquid markets and would have a chilling
effect on banking entities’ ability to act as market makersin lessliquid markets. A
concept of market making that is applicable across securities, commodity futures, and
derivatives markets has not previously been defined by any of the Agencies. Thus, while
this standard is based generally on concepts from the securities laws and is consi stent

with the CFTC’s and SEC’ s description of market making in swaps,®®’

the Agencies note
that it is not directly based on an existing definition of market making.*® Instead, the
approach taken in the final ruleisintended to take into account and accommodate the
conditions in the relevant market for the financial instrument in which the banking entity

is making a market.

i Definition of “trading desk”

The Agencies are adopting a market-making exemption with requirements that

generally focus on afinancial exposure managed by a*“trading desk” of a banking entity

87 See Further Definition of “ Swap Dealer,” “ Security-Based Swap Dealer,” “Major Swap Participant,”
“Major Security-Based Swap Participant” and “Eligible Contract Participant”, 77 FR 30596, 30609 (May
23, 2012) (describing market making in swaps as “routinely standing ready to enter into swaps at the
request or demand of a counterparty”).

8% Asaresult, activity that is considered market making under this final rule may not necessarily be
considered market making for purposes of other laws or regulations, such as the U.S. securities laws, the
rules and regulations thereunder, or self-regulatory organization rules. In addition, the Agencies note that a
banking entity acting as an underwriter would continue to be treated as an underwriter for purposes of the
securities laws and the regul ations thereunder, including any liability arising under the securities laws as a
result of acting in such capacity, regardless of whether it is able to meet the terms of the market-making
exemption for its activities. See Sens. Merkley & Levin (Feb. 2012).
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and such trading desk’ s market-maker inventory. The market-making exemption as
originally proposed would have applied to “atrading desk or other organizationa unit” of
abanking entity. In addition, for purposes of the proposed requirement to report and
record certain quantitative measurements, the proposal defined the term “trading unit” as
each of the following units of organization of a banking entity: (i) each discrete unit that
is engaged in the coordinated implementation of a revenue-generation strategy and that
participates in the execution of any covered trading activity; (ii) each organizational unit
that is used to structure and control the aggregate risk-taking activities and employees of
one or more trading units described in paragraph (i); and (iii) al trading operations,
collectively.®®

The Agencies received few comments regarding the organizational level at which
the requirements of the market-making exemption should apply, and many of the
commenters that addressed this issue did not describe their suggested approach in
detail.”® One commenter suggested that the market-making exemption apply to each
“trading unit” of a banking entity, defined as “ each organizational unit that is used to
structure and control the aggregate risk-taking activities and employees that are engaged
in the coordinated implementation of a customer-facing revenue generation strategy and
that participate in the execution of any covered trading activity.” ™ This suggested
approach is substantially similar to the second prong of the Agencies’ proposed definition

of “trading unit” in Appendix A of the proposal. The Agencies described this prong as

6% See Joint Proposal, 76 FR at 68,957; CFTC Proposal, 77 FR at 8436.
0 gee Wellington; SIFMA et al. (Prop. Trading) (Feb. 2012).
1 Morgan Stanley.
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generally including management or reporting divisions, groups, sub-groups, or other
intermediate units of organization used by the banking entity to manage one or more
discrete trading units (e.q., “North American Credit Trading,” “Global Credit Trading,”
etc.).”” The Agencies are concerned that this commenter’ s suggested approach, or any
other approach applying the exemption’ s requirements to a higher level of organization
than the trading desk, would impede monitoring of market making-related activity and
detection of impermissible proprietary trading by combining a number of different
trading strategies and aggregating alarger volume of trading activities.® Further, key
requirements in the market-making exemption, such as the required limits and risk
management procedures, are generally used by banking entities for risk control and
applied at the trading desk level. Thus, applying them at a broader organizational level
than the trading desk would create a separate system for compliance with this exemption
designed to permit a banking entity to aggregate disparate trading activities and apply
limits more generally. Applying the conditions of the exemption at a more aggregated
level would allow banking entities more flexibility in trading and could result in a higher
volume of trading that could contribute modestly to liquidity.”™ Instead of taking that

approach, the Agencies have determined to permit a broader range of market making-

2 See Joint Proposal, 76 FR at 68,957 n.2.

"% See e.g., Occupy (expressing concern that, with respect to the proposed definition of “trading unit,” an
“oversized” unit could combine significantly unrelated trading desks, which would impede detection of
proprietary trading activity).

% The Agencies recognize that the proposed rule’ s application to a trading desk “or other organizational
unit” would have provided banking entities with this type of flexibility to determine the level of
organization at which the market-making exemption should apply based on the entity’ s particular business
structure and trading strategies, which would likely reduce the burdens of this aspect of the final rule.
However, for the reasons noted above regarding application of this exemption to a higher organizational
level than the trading desk, the Agencies are not adopting the “or other organizational unit” language.
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related activities that can be effectively controlled by building on risk controls used by
trading desks for business purposes. Thiswill alow an individual trader to use
instruments or strategies within limits established in the compliance program to
confidently trade in the type of financial instruments in which his or her trading desk
makes amarket. The Agencies believe this addresses concerns that uncertainty would
negatively impact liquidity. It also addresses concerns that applying the market-making
exemption at ahigher level of organization would reduce the effectiveness of the
requirementsin the final rule amed at ensuring that the quality and character of trading is
consistent with market making-related activity and would increase the risk of evasion.
Moreover, several provisions of the final rule are intended to account for the liquidity,
maturity, and depth of the market for a given type of financial instrument in which the
trading desk makes a market. The final rule takes account of these factors to, among
other things, respond to commenters' concerns about the proposed rul€e’ s potential impact
on market making in less liquid markets. Applying these requirements at an
organizational level above the trading desk would be more likely to result in aggregation
of trading in various types of instruments with differing levels of liquidity, which would
make it more difficult for these market factors to be taken into account for purposes of
the exemption (for example, these factors are considered for purposes of tailoring the
analysis of reasonably expected near term demands of customers and establishing risk,
inventory, and duration limits).

Thus, the Agencies continue to believe that certain requirements of the exemption
should apply to arelatively granular level of organization within a banking entity (or

across two or more affiliated banking entities). These requirements of the final market-
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making exemption have been formulated to best reflect the nature of activities at the
trading desk level of granularity.

As explained below, the Agencies are applying certain requirementsto a“trading
desk” of abanking entity and adopting a definition of thistermin the final rule.® The
definition of “trading desk” is similar to the first prong of the proposed definition of
“trading unit.” The Agencies are not adopting the proposed “or other organizational unit”
language because the Agencies are concerned that approach would have provided
banking entities with too much discretion to independently determine the organizational
level at which the reguirements should apply, including a more aggregated level of
organization, which could lead to evasion of the general prohibition on proprietary
trading and the other concerns noted above. The Agencies believe that adopting an
approach focused on the trading desk level will allow banking entities and the Agencies
to better distinguish between permitted market making-related activities and trading that
is prohibited by section 13 of the BHC Act and, thus, will prevent evasion of the statutory
requirements, as discussed in more detail below. Further, as discussed below, the
Agencies believe that applying requirements at the trading desk level is balanced by the
financial exposure-based approach, which will address commenters’ concerns about the
burdens of trade-by-trade analyses.

In the final rule, trading desk is defined to mean the smallest discrete unit of
organization of a banking entity that buys or sells financial instruments for the trading
account of the banking entity or an affiliate thereof. The Agencies expect that atrading

desk would be managed and operated as an individual unit and should reflect the level at

% Seefina rule§ _ .3(e)(13).
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which the profit and loss of market-making tradersis attributed.”® The geographic
location of individual tradersis not dispositive for purposes of the analysis of whether the
traders may comprise asingle trading desk. For instance, a trading desk making markets
in U.S. investment grade telecom corporate credits may use trading personnel in both
New York (to trade U.S. dollar-denominated bonds issued by U.S.-incorporated telecom
companies) and London (to trade Euro-denominated bonds issued by the same type of
companies). This approach allows more effective management of risks of trading activity
by requiring the establishment of limits, management oversight, and accountability at the
level where trading activity actually occurs. It also allows banking entities to tailor the
limits and procedures to the type of instruments traded and markets served by each
trading desk.

In response to comments, and as discussed below in the context of the “financial
exposure” definition, atrading desk may manage afinancial exposure that includes
positions in different affiliated legal entities.””” Similarly, atrading desk may include
employees working on behalf of multiple affiliated legal entities or booking trades in
multiple affiliated entities. Using the previous example, the U.S. investment grade
telecom corporate credit trading desk may include traders working for or booking into a

broker-dealer entity (for corporate bond trades), a security-based swap dealer entity (for

"% For example, the Agencies expect a banking entity may determine the foreign exchange options desk to
be atrading desk; however, the Agencies do not expect abanking entity to consider an individual Japanese
Y en options trader (i.e., the trader in charge of all Y en-based options trades) as a trading desk, unless the
banking entity manages its profit and loss, market making, and hedging in Japanese Y en options
independently of all other financial instruments.

"7 Seeinfra note 724 and accompanying text. Several commenters noted that market-making activities
may be conducted across separate affiliated legal entities. See, e.g., SIFMA et al. (Prop. Trading) (Feb.
2012); Goldman (Prop. Trading).
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single-name CDS trades), and/or a swap dealer entity (for index CDS or interest rate
swap hedges). To clarify thisissue, the definition of “trading desk” specifically provides
that the desk can buy or sell financial instruments “for the trading account of a banking
entity or an affiliate thereof.” Thus, atrading desk need not be constrained to asingle
legal entity, although it is permissible for atrading desk to only trade for asingle legal
entity. A trading desk booking positionsin different affiliated legal entities must have
records that identify all positionsincluded in the trading desk’ s financial exposure and
where such positions are held, as discussed below.”®

The Agencies believe that establishing a defined organizational level at which
many of the market-making exemption’s requirements apply will address potential
evasion concerns. Applying certain requirements of the market-making exemption at the
trading desk level will strengthen their effectiveness and prevent evasion of the
exemption by ensuring that the aggregate trading activities of arelatively limited group
of traders on a single desk are conducted in a manner that is consistent with the
exemption’s standards. In particular, because many of the requirements in the market-
making exemption look to the specific type(s) of financia instruments in which a market
is being made, and such requirements are designed to take into account differences
among markets and asset classes, the Agencies believeit isimportant that these
requirements be applied to a discrete and identifiable unit engaged in, and operated by
personnel whose responsibilities relate to, making a market in a specific set or type of
financial instruments. Further, applying requirements at the trading desk level should

facilitate banking entity monitoring and review of compliance with the exemption by

"% Seeinfra note 727 and accompanying text.
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limiting the aggregate trading volume that must be reviewed, as well as allowing
consideration of the particular facts and circumstances of the desk’ strading activities
(e.q., the liquidity, maturity, and depth of the market for the relevant types of financial
instruments). As discussed above, the Agencies believe that applying the requirements of
the market-making exemption to a higher level of organization would reduce the ability
to consider the liquidity, maturity, and depth of the market for atype of financia
instrument, would impede effective monitoring and compliance reviews, and would
increase the risk of evasion.

ii. Definitions of “financial exposure” and “ market-maker inventory”

Certain requirements of the proposed market-making exemption referred to a
“purchase or sale of a[financia instrument].”"®® Even though the Agencies did not
intend to require atrade-by-trade review, a significant number of commenters expressed
concern that this language could be read to require compliance with the proposed market-
making exemption on a transaction-by-transaction basis.”™° In response to these
concerns, the Agencies are modifying the exemption to clarify the manner in which
compliance with certain provisions will be assessed. In particular, rather than a

transaction-by-transaction focus, the market-making exemption in the final rule focuses

" Seeproposed rule § __.4(b).

9 Some commenters also contended that language in proposed Appendix B raised transaction-by-
transaction implications. See supra notes 517 to 524 and accompanying text (discussing commenters
transacti on-by-transaction concerns).
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on two related aspects of market-making activity: atrading desk’ s “ market-maker
inventory” and its overall “financia exposure.” ™

The Agencies are adopting an approach that focuses on both atrading desk’s
financial exposure and market-maker inventory in recognition that market making-related
activity is best viewed in aholistic manner and that, during a single day, atrading desk
may engage in alarge number of purchases and sales of financial instruments. While al
these transactions must be conducted in compliance with the market-making exemption,
the Agencies recognize that they involve financial instruments for which the trading desk
acts as market maker (i.e., by standing ready to purchase and sell that type of financial
instrument) and instruments that are acquired to manage the risks of positionsin financial
instruments for which the desk acts as market maker, but in which the desk is not itself a
market maker."

The final rule requires that activity by atrading desk under the market-making
exemption be evaluated by a banking entity through monitoring and setting limits for the
trading desk’ s market-maker inventory and financial exposure. The market-maker
inventory of atrading desk includes the positionsin financial instruments, including

derivatives, in which the trading desk acts as market maker. The financial exposure of

the trading desk includes the aggregate risks of financial instruments in the market-maker

"1 The Agencies are not adopting a transaction-by-transaction approach because the Agencies are
concerned that such an approach would be unduly burdensome or impractical and inconsistent with the
manner in which bona fide market making-related activity is conducted. Additionally, the Agencies are
concerned that the burdens of such an approach would cause banking entities to significantly reduce or
cease market making-related activities, which would cause negative market impacts harmful to both
investors and issuers, aswell as the financial system generally.

2 See Joint Proposal, 76 FR at 68,870 n.146 (“The Agencies note that a market maker may often make a
market in one type of [financial instrument] and hedge its activities using different [financial instruments]
in which it does not make a market.”); CFTC Proposal, 77 FR at 8356 n.152.
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inventory of the trading desk plus the financial instruments, including derivatives, that are
acquired to manage the risks of the positions in financial instruments for which the
trading desk acts as a market maker, but in which the trading desk does not itself make a
market, as well as any associated |oans, commodities, and foreign exchange that are
acquired as incident to acting as a market maker. In addition, the trading desk generally
must maintain its market-maker inventory and financial exposure within its market-maker
inventory limit and its financial exposure limit, respectively and, to the extent that any
limit of the trading desk is exceeded, the trading desk must take action to bring the
trading desk into compliance with the limits as promptly as possible after the limit is
exceeded.”® Thus, if market movements cause a trading desk’s financial exposureto
exceed one or more of itsrisk limits, the trading desk must promptly take action to reduce
its financial exposure or obtain approval for an increase to its limits through the required
escalation procedures, detailed below. A trading desk may not, however, enter into a
trade that would cause it to exceed its limits without first receiving approval through its
escalation procedures.”*

Under the final rule, the term market-maker inventory is defined to mean all of
the positions, in the financial instruments for which the trading desk stands ready to make
amarket in accordance with paragraph (b)(2)(i) of this section, that are managed by the
trading desk, including the trading desk’ s open positions or exposures arising from open

transactions.”™ Those financial instruments in which atrading desk acts as market maker

3 Seefind rule§ .4(b)(2)(iv).
4 Seefind rule§ __.4(b)(2)(iii)(E).
5 Seefind rule§ _.4(b)(5).
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must be identified in the trading desk’s compliance program under § __.4(b)(2)(iii)(A) of
thefinal rule. Asused throughout this Supplementary Infor mation, the term
“inventory” refers to both the retention of financial instruments (e.q., securities) and, in
the context of derivatives trading, the risk exposures arising out of market-making related
activities.”™® Consistent with the statute, the final rule requires that the market-maker
inventory of atrading desk be designed not to exceed, on an ongoing basis, the
reasonably expected near term demands of clients, customers, or counterparties.

The financial exposure concept is broader in scope than market-maker inventory
and reflects the aggregate risks of the financial instruments (as well as any associated
loans, spot commodities, or spot foreign exchange or currency) the trading desk manages
as part of its market making-related activities.”*” Thus, atrading desk’s financial
exposure will take into account a trading desk’ s positions in instruments for which it does
not act as a market maker, but which are established as part of its market making-related
activities, which includes risk mitigation and hedging. For instance, atrading desk that
acts as a market maker in Euro-denominated corporate bonds may, in addition to Euro-

denominated bonds, enter into credit default swap transactions on individual European

& As noted in the proposal, certain types of market making-related activities, such as market making in
derivatives, involves the retention of principal exposures rather than the retention of actual financial
instruments. See Joint Proposal, 76 FR at 68,869 n.143; CFTC Proposal, 77 FR at 8354 n.149. Thistype
of activity would be included under the concept of “inventory” in the final rule.

"7 The Agencies recognize that under the statute a banking entity’ s positions in loans, spot commodities,
and spot foreign exchange or currency are not subject to the final rule s restrictions on proprietary trading.
Thus, abanking entity’ s trading in these instruments does not need to comply with the market-making
exemption or any other exemption to the prohibition on proprietary trading. A banking entity may,
however, include exposures in loans, spot commodities, and spot foreign exchange or currency that are
related to the desk’ s market-making activitiesin determining the trading desk’ s financial exposure and in
turn, the desk’ sfinancial exposure limits under the market-making exemption. The Agencies believe this
will provide a more accurate picture of the trading desk’ s financial exposure. For example, a market maker
in foreign exchange forwards or swaps may mitigate the risks of its market-maker inventory with spot
foreign exchange.
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corporate bond issuers or an index of European corporate bond issuersin order to hedge
its exposure arising from its corporate bond inventory, in accordance with its documented
hedging policies and procedures. Though only the corporate bonds would be considered
as part of the trading desk’ s market-maker inventory, its overall financial exposure would
also include the credit default swaps used for hedging purposes.

As noted above, the Agencies believe the extent to which atrading desk is
engaged in permitted market making-related activities is best determined by evaluating
both the financial exposure that results from the desk’ s trading activity and the amount,
types, and risks of the financial instruments in the desk’s market-maker inventory. Both
concepts are independently valuable and will contribute to the effectiveness of the
market-making exemption. Specifically, atrading desk’s financial exposure will
highlight the net exposure and risks of its positions and, along with an analysis of the
actions the trading desk will take to demonstrably reduce or otherwise significantly
mitigate promptly the risks of that exposure consistent with its limits, the extent to which
it is appropriately managing the risk of its market-maker inventory consistent with
applicable limits, all of which are significant to an analysis of whether atrading desk is
engaged in market making-related activities. An assessment of the amount, types, and
risks of the financial instrumentsin atrading desk’s market-maker inventory will identify
the aggregate amount of the desk’ s inventory in financial instruments for which it acts as
market maker, the types of these financial instruments that the desk holds at a particular
time, and the risks arising from such holdings. Importantly, an analysis of atrading
desk’ s market-maker inventory will inform the extent to which thisinventory is related to

the reasonably expected near term demands of clients, customers, or counterparties.
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Because the market-maker inventory concept is more directly related to the
financial instruments that a trading desk buys and sells from customers than the financial
exposure concept, the Agencies believe that requiring review and analysis of atrading
desk’ s market-maker inventory, aswell asits financial exposure, will enhance
compliance with the statute’ s near-term customer demand requirement. While the
amount, types, and risks of atrading desk’s market-maker inventory are constrained by
the near-term customer demand requirement, any other positionsin financial instruments
managed by the trading desk as part of its market making-related activities (i.e., those
reflected in the trading desk’ s financial exposure, but not included in the trading desk’s
market-maker inventory) are also constrained because they must be consistent with the
market-maker inventory or, if taken for hedging purposes, designed to reduce the risks of
the trading desk’ s market-maker inventory.

The Agencies note that disaggregating the trading desk’ s market-maker inventory
from its other exposures also allows for better identification of the trading desk’ s hedging
positions in instruments for which the trading desk does not make a market. Asaresult,
a banking entity’ s systems should be able to readily identify and monitor the trading
desk’ s hedging positions that are not in its market-maker inventory. As discussed in Part
IV.A.3.c.3., atrading desk must have certain inventory and risk limits on its market-
maker inventory, the products, instruments, and exposures the trading desk may use for
risk management purposes, and its financial exposure that are designed to facilitate the

trading desk’ s compliance with the exemption and that are based on the nature and
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amount of the trading desk’ s market making-related activities, including analyses
regarding the reasonably expected near term demands of customers.”®

Thefinal rule aso requires these policies and procedures to contain escalation
procedures if atrade would exceed the limits set for the trading desk. However, the final
rule does not permit a trading desk to exceed the limits solely based on customer demand.
Rather, before executing a trade that would exceed the desk’ s limits or changing the
desk’ s limits, atrading desk must first follow the relevant escalation procedures, which
may require additional approval within the banking entity and provide demonstrable
analysis that the basis for any temporary or permanent increase in limitsis consistent with
the reasonably expected near term demands of customers.

Due to these considerations, the Agencies believe the final rule should result in
more efficient compliance analyses on the part of both banking entities and Agency
supervisors and examiners and should be less costly for banking entities to implement
than a transaction-by-transaction or instrument-by-instrument approach. For example,
the Agencies believe that some banking entities already compute and monitor most
trading desks’ financial exposures for risk management or other purposes.”*® The
Agencies also believe that focusing on the financial exposure and market-maker
inventory of atrading desk, as opposed to each separate individual transaction, is

consistent with the statute’ s goal of reducing proprietary trading risk in the banking

"8 Seeinfra Part IV.A.3.c.2.c.; fina rule § __.4(b)(2)(iii)(C).

9 See, e.g., SIFMA et al. (Prop. Trading) (Feb. 2012) (stating that modern trading units generally view
individual positions as abundle of characteristics that contribute to their complete portfolio). See also
Federal Reserve Board, Trading and Capital-Markets Activities Manual §2000.1 (Feb. 1998) (“The risk-
measurement system should also permit disaggregation of risk by type and by customer, instrument, or
business unit to effectively support the management and control of risks.”).
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system and its exemption for market making-related activities. The Agencies recognize
that banking entities may not currently disaggregate trading desks' market-maker
inventory from their financial exposures and that, to the extent banking entities do not
currently separately identify trading desks' market-maker inventory, requiring such
disaggregation for purposes of this rule will impose certain costs. In addition, the
Agencies understand that an approach focused solely on the aggregate of all the unit’s
trading positions, as suggested by some commenters, would present fewer burdens.”®
However, for the reasons discussed above, the Agencies believe such disaggregation is
necessary to give full effect to the statute’ s near term customer demand requirement.

The Agencies note that whether afinancia instrument or exposure stemming
from aderivative is considered to be market-maker inventory is based only on whether
the desk makes a market in the financial instrument, regardless of the type of
counterparty or the purpose of the transaction. Thus, the Agencies believe that banking
entities should be able to develop a standardized methodology for identifying a trading
desk’ s positions and exposures in the financial instruments for which it acts as a market
maker. Asfurther discussed in this Part, atrading desk’s financial exposure must reflect
the aggregate risks managed by the trading desk as part of its market making-related
activities,"** and a banking entity should be able to demonstrate that the financial
exposure of atrading desk isrelated to its market-making activities.

The final rule defines “financial exposure” to mean the “aggregate risks of one or

more financial instruments and any associated |oans, commodities, or foreign exchange

0 See ACLI (Feb. 2012); Fixed Income Forum/Credit Roundtable; SIFMA et al. (Prop. Trading) (Feb.
2012).

L geefina rule§ _.4(b)(4).
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or currency, held by a banking entity or its affiliate and managed by a particular trading
desk as part of the trading desk’s market making-related activities.” "* In this context, the
term “aggregate” does not imply that along exposure in one instrument can be combined
with a short exposure in asimilar or related instrument to yield a total exposure of zero.
Instead, such a combination may reduce atrading desk’s economic exposure to certain
risk factors that are common to both instruments, but it would still retain any basis risk
between those financial instruments or potentialy generate a new risk exposure in the
case of purposeful hedging.

With respect to the frequency with which atrading desk should determine its
financial exposure and the amount, types, and risks of the financial instrumentsin its
market-maker inventory, atrading desk’s financial exposure and market-maker inventory
should be evaluated and monitored at a frequency that is appropriate for the trading
desk’ strading strategies and the characteristics of the financial instruments the desk
trades, including historical intraday volatility. For example, atrading desk that
repeatedly acquired and then terminated significant financial exposures throughout the
day but that had little or no financial exposure at the end of the day should assess its
financial exposure based on itsintraday activities, not ssmply its end-of-day financia
exposure. The frequency with which atrading desk’ s financial exposure and market-
maker inventory will be monitored and analyzed should be specified in the trading desk’s

compliance program.

22 Final rule§ __.4(b)(4). For example, in the case of derivatives, atrading desk’s financial position will
be the residual risks of the trading desk’ s open positions. For instance, an options desk may have
thousands of open trades at any given time, including hedges, but the desk will manage, among other risk
factors, the trading desk’ s portfolio delta, gamma, rho, and volatility.
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A trading desk’ s financial exposure reflects its aggregate risk exposures. The
types of “aggregate risks’ identified in the trading desk’ s financial exposure should
reflect consideration of all significant market factors relevant to the financial instruments
in which the trading desk acts as market maker or that the desk uses for risk management
purposes pursuant to this exemption, including the liquidity, maturity, and depth of the
market for the relevant types of financial instruments. Thus, market factorsreflected in a
trading desk’ s financial exposure should include all significant and relevant factors
associated with the products and instruments in which the desk trades as market maker or
for risk management purposes, including basis risk arising from such positions.”
Similarly, an assessment of the risks of the trading desk’ s market-maker inventory must
reflect consideration of all significant market factors relevant to the financial instruments
in which the trading desk makes a market. Importantly, atrading desk’ s financial
exposure and the risks of its market-maker inventory will change based on the desk’s
trading activity (e.q., buying an instrument that it did not previously hold, increasing its
position in an instrument, or decreasing its position in an instrument) as well as changing
market conditions related to instruments or positions managed by the trading desk.

Because the final rule defines “trading desk” based on operational functionality
rather than corporate formality, atrading desk’s financial exposure may include positions

that are booked in different affiliated legal entities.”** The Agencies understand that

2 Asdiscussed in Part 1V.A.3.c.3., abanking entity must establish, implement, maintain, and enforce
policies and procedures, internal controls, analysis, and independent testing regarding the financial
instruments each trading desk stands ready to purchase and sell and the products, instruments, or exposures
each trading desk may use for risk management purposes. Seefina rule 8 __.4(b)(2)(iii).

24 Other statutory or regulatory requirements, including those based on prudential safety and soundness
concerns, may prevent or limit a banking entity from booking hedging positionsin alegal entity other than
the entity taking the underlying position.
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positions may be booked in different legal entities for a variety of reasons, including
regulatory reasons. For example, atrading desk that makes a market in corporate bonds
may book its corporate bond positionsin an SEC-registered broker-dealer and may book
index CDS positions acquired for hedging purposesin a CFTC-registered swap dealer. A
financial exposure that reflects both the corporate bond position and the index CDS
position better reflects the economic reality of the trading desk’ s risk exposure (i.e., by
showing that the risk of the corporate bond position has been reduced by the index CDS
position).

In addition, atrading desk engaged in market making-related activitiesin
compliance with the final rule may direct another organizational unit of the banking
entity or an affiliate to execute a risk-mitigating transaction on the trading desk’s
behalf.”” The other organizational unit may rely on the market-making exemption for
these purposes only if: (i) the other organizational unit acts in accordance with the trading
desk’ s risk management policies and procedures established in accordance with §
__Ab)(2)(iii) of thefinal rule; and (i) the resulting risk-mitigating position is attributed
to the trading desk’ s financial exposure (and not the other organizational unit’s financial
exposure) and isincluded in the trading desk’s daily profit and loss calculation. If
another organizational unit of the banking entity or an affiliate establishes a risk-
mitigating position for the trading desk on its own accord (i.e., not at the direction of the
trading desk) or if the risk-mitigating position isincluded in the other organizational

unit’ sfinancial exposure or daily profit and loss calculation, then the other organizational

% geeinfra Part IV.A.3.c.4.
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unit must comply with the requirements of the hedging exemption for such activity.”® It

may not rely on the market-making exemption under these circumstances. If atrading
desk engages in a risk-mitigating transaction with a second trading desk of the banking
entity or an affiliate that is also engaged in permissible market making-related activities,
then the risk-mitigating position would be included in the first trading desk’ s financia
exposure and the contra-risk would be included in the second trading desk’ s market-
maker inventory and financial exposure. The Agencies believe the net effect of the final
ruleisto alow individual trading desks to efficiently manage their own hedging and risk
mitigation activities on a holistic basis, while only allowing for external hedging directed
by staff outside of the trading desk under the additional requirements of the hedging
exemption.

To include in atrading desk’s financial exposure either positions held at an
affiliated legal entity or positions established by another organizational unit on the
trading desk’ s behalf, a banking entity must be able to provide supervisors or examiners
of any Agency that has regulatory authority over the banking entity pursuant to section
13(b)(2)(B) of the BHC Act with records, promptly upon request, that identify any
related positions held at an affiliated entity that are being included in the trading desk’s
financial exposure for purposes of the market-making exemption. Similarly, the
supervisors and examiners of any Agency that has supervisory authority over the banking
entity that holds financial instruments that are being included in another trading desk’s

financial exposure for purposes of the market-making exemption must have the same

%6 Under these circumstances, the other organizational unit would also be required to meet the hedging
exemption’s documentation requirement for the risk-mitigating transaction. Seefina rule8§ _ .5(c).
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level of access to the records of the trading desk.”?’ Banking entities should be prepared
to provide al records that identify all positionsincluded in atrading desk’ s financial
exposure and where such positions are held.

As an example of how atrading desk’s market-maker inventory and financial
exposure will be analyzed under the market-making exemption, assume a trading desk
makes a market in avariety of U.S. corporate bonds and hedges its aggregated positions
with a combination of exposures to corporate bond indexes and specific name CDSin
which the desk does not make a market. To qualify for the market-making exemption,
the trading desk would have to demonstrate, among other things, that: (i) the desk
routinely stands ready to purchase and sell the U.S. corporate bonds, consistent with the
requirement of 8 .4(b)(2)(i) of the final rule, and these instruments (or category of
instruments) are identified in the trading desk’ s compliance program; (ii) the trading
desk’ s market-maker inventory in U.S. corporate bonds is designed not to exceed, on an
ongoing basis, the reasonably expected near term demands of clients, customers, or
counterparties, consistent with the analysis and limits established by the banking entity
for the trading desk; (iii) the trading desk’ s exposures to corporate bond indexes and
single name CDS are designed to mitigate the risk of itsfinancial exposure, are consistent
with the products, instruments, or exposures and the techniques and strategies that the
trading desk may use to manage its risk effectively (and such use continues to be
effective), and do not exceed the trading desk’ s limits on the amount, types, and risks of

the products, instruments, and exposures the trading desk uses for risk management

2T A banking entity must be able to provide such records when arelated position is held at an affiliate,
even if the affiliate and the banking entity are not subject to the same Agency’ s regulatory jurisdiction.
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purposes; and (iv) the aggregate risks of the trading desk’ s exposuresto U.S. corporate
bonds, corporate bond indexes, and single name CDS do not exceed the trading desk’ s
limits on the level of exposuresto relevant risk factors arising from its financial exposure.

Our focus on the financial exposure of atrading desk, rather than a trade-by-trade
requirement, is designed to give banking entities the flexibility to acquire not only
market-maker inventory, but positions that facilitate market making, such as positions
that hedge market-maker inventory.”® As commenters pointed out, a trade-by-trade
requirement would view trades in isolation and could fail to recognize that certain trades
that are not customer-facing are nevertheless integral to market making and financial
intermediation.””® The Agencies understand that the risk-reducing effects of combining
large diverse portfolios could, in certain instances, mask otherwise prohibited proprietary
trading.”® However, the Agencies do not believe that taking a transaction-by-transaction
approach is necessary to address this concern. Rather, the Agencies believe that the
broader definitions of “financial exposure” and “ market-maker inventory” coupled with
the tailored definition of “trading desk” facilitates the analysis of aggregate risk
exposures and positions in amanner best suited to apply and evaluate the market-making
exemption.

In short, this approach is designed to mitigate the costs of atrade-by-trade

analysisidentified by commenters. The Agencies recognize, however, that this approach

2 The Agencies believe it is appropriate to apply the requirements of the exemption to the financial
exposure of a“trading desk,” rather than the portfolio of ahigher level of organization, for the reasons
discussed above, including our concern that aggregating alarge number of disparate positions and
exposures across a range of trading desks could increase the risk of evasion. See supra Part 1VV.A.3.c.1.c.i.
(discussing the determination to apply requirements at the trading desk level).

™ See eg., SIFMA et al. (Prop. Trading) (Feb. 2012).
0 See eg., Occupy.
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isonly effective at achieving the goals of the section 13 of the BHC Act — promoting
financial intermediation and limiting speculative risks within banking entities— if there
are limits on atrading desk’s financial exposure. That is, a permissive market-making
exemption that gives banking entities maximum discretion in acquiring positions to
provide liquidity runsthe risk of also allowing banking entities to engage in speculative
trades. Asdiscussed more fully in the following Parts of this Supplementary

I nfor mation, the final market-making exemption provides a number of controls on a
trading desk’ s financial exposure. These controlsinclude, among others, a provision
requiring that atrading desk’ s market-maker inventory be designed not to exceed, on an
ongoing basis, the reasonably expected near term demands of customers and that any
other financial instruments managed by the trading desk be designed to mitigate the risk
of such desk’s market-maker inventory. In addition, the final market-making exemption
requires the trading desk’ s compliance program to include appropriate risk and inventory
limits tied to the near term demand requirement, as well as escalation proceduresif a
trade would exceed such limits. The compliance program, which includes internal
controls and independent testing, is designed to prevent instances where transactions not
related to providing financial intermediation services are part of adesk’s financial
exposure.

iii. Routinely standing ready to buy and sell

The requirement to routinely stand ready to buy and sell atype of financial
instrument in the final rule recognizes that market making-related activities differ based
on the liquidity, maturity, and depth of the market for the relevant type of financia

instrument. For example, atrading desk acting as a market maker in highly liquid
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markets would engage in more regular quoting activity than a market maker in lessliquid
markets. Moreover, the Agencies recognize that the maturity and depth of the market
also play arolein determining the character of a market maker’s activity.

As noted above, the standard of “routinely” standing ready to buy and sell will
differ across markets and asset classes based on the liquidity, maturity, and depth of the
market for the type of financial instrument. For instance, atrading desk that is a market
maker in liquid equity securities generally should engage in very regular or continuous
quoting and trading activities on both sides of the market. Inlessliquid markets, a
trading desk should engage in regular quoting activity across the relevant type(s) of
financia instruments, although such quoting may be less frequent than in liquid equity
markets.”** Consistent with the CFTC’s and SEC’ s interpretation of market making in
swaps and security-based swaps for purposes of the definitions of “swap dealer” and
“security-based swap dealer,” “routinely” in the swap market context means that the
trading desk should stand ready to enter into swaps or security-based swaps at the request
or demand of a counterparty more frequently than occasionally.”* The Agencies note
that atrading desk may routinely stand ready to enter into derivatives on both sides of the
market, or it may routinely stand ready to enter into derivatives on either side of the
market and then enter into one or more offsetting positions in the derivatives market or

another market, particularly in the case of relatively lessliquid derivatives. While a

" |ndeed, in the most specialized situations, such quotations may only be provided upon request. See
infra note 735 and accompanying text (discussing permissible block positioning).

™2 The Agencies will consider factors similar to those identified by the CFTC and SEC in connection with
this standard. See Further Definition of “Swap Dealer,” “ Security-Based Swap Dealer,” “Major Swap
Participant,” “Major Security-Based Swap Participant” and “Eligible Contract Participant”, 77 FR 30596,
30609 (May 23, 2012)
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trading desk may respond to requests to trade certain products, such as custom swaps,
even if it does not normally quote in the particular product, the trading desk should hedge
against the resulting exposure in accordance with its financial exposure and hedging
limits.”®® Further, the Agencies continue to recognize that market makersin highly
illiquid markets may trade only intermittently or at the request of particular customers,
which is sometimes referred to as trading by appointment.”* A trading desk’s block
positioning activity would also meet the terms of this requirement provided that, from
time to time, the desk engages in block trades (i.e., trades of alarge quantity or with a

high dollar value) with customers.”®

" The Agencies recognize that, as noted by commenters, preventing a banking entity from conducting
customized transactions with customers may impact customers’ risk exposures or transaction costs. See
Goldman (Prop. Trading); SIFMA (Asset Mgmt.) (Feb. 2012). The Agencies are not prohibiting this
activity under the final rule, as discussed in this Part.

™ The Agencies have considered comments on the issue of whether trading by appointment should be
permitted under the final market-making exemption. The Agenciesbelieveit is appropriate to permit
trading by appointment to the extent that there is customer demand for liquidity in the relevant products.

™ Asnoted in the preamble to the proposed rule, the size of ablock will vary among different asset
classes. The Agencies also stated in the proposal that the SEC' s definition of “qualified block positioner”
in Rule 3b-8(c) under the Exchange Act may serve as guidance for determining whether block positioning
activity qualifies for the market-making exemption. In referencing that rule as guidance, the Agencies did
not intend to imply that a banking entity engaged in block positioning activity would be required to meet al
terms of the “qualified block positioner” definition at all times. Nonetheless, anumber of commenters
indicated that it was unclear when a banking entity would need to act as a qualified block positioner in
accordance with Rule 3b-8(c) and expressed concern that uncertainty could have a chilling effect on a
banking entity’ s willingness to facilitate customer block trades. See, e.g., RBC; SIFMA (Asset Mgmt.)
(Feb. 2012); Goldman (Prop. Trading). For example, afew commenters stated that certain requirementsin
Rule 3b-8(c) could cause fire sales or general market uncertainty. Seeid. After considering comments, the
Agencies have decided that the reference to Rule 3b-8(c) is unnecessary for purposes of thefinal rule. In
particular, the Agencies believe that the requirements in the market-making exemption provide sufficient
safeguards, and the additional requirements of the “qualified block positioner” definition may present
unnecessary burdens or redundancies with the rule, as adopted. For example, the Agencies believe that
there is some overlap between 8§ .4(b)(2)(ii) of the exemption, which provides that the amount, types, and
risks of the financia instruments in the trading desk’ s market-maker inventory must be designed not to
exceed the reasonably expected near term demands of clients, customers, or counterparties, and Rule 3b-
8(c)(iii), which requires the sale of the shares comprising the block as rapidly as possible commensurate
with the circumstances. In other words, the market-making exemption would require a banking entity to
appropriately manage its inventory when engaged in block positioning activity, but would not speak
directly to the timing element given the diversity of markets to which the exemption applies.
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Regardless of the liquidity, maturity, and depth of the market for a particular type
of financial instrument, atrading desk should have a pattern of providing price
indications on either side of the market and a pattern of trading with customers on each
side of the market. In particular, in the case of relatively illiquid derivatives or structured
instruments, it would not be sufficient to demonstrate that a trading desk on occasion
creates a customized instrument or provides a price quote in response to a customer
request. Instead, the trading desk would need to be able to demonstrate a pattern of
taking these actions in response to demand from multiple customers with respect to both
long and short risk exposures in identified types of instruments.

This requirement of the final rule appliesto atrading desk’s activity in one or
more “types” of financial instruments.”®® The Agencies recognize that, in some markets,

such as the corporate bond market, a market maker may regularly quote a subset of

As noted above, one commenter analyzed the potential market impact of a complete restriction on a market
maker’ s ability to provide direct liquidity to help a customer execute a large block trade. See supra note
682 and accompanying text. Because the Agencies are not restricting a banking entity’ s ability to engage
in block positioning in the manner suggested by this commenter, the Agencies do not believe that the final
rule will cause the cited market impact of incremental transaction costs between $1.7 and $3.4 billion per
year. The Agencies address this commenter’s concern about the impact of inventory metrics on a banking
entity’ swillingness to engage in block trading in Part IV.C.3. (discussing the metrics requirement in the
final rule and noting that metrics will not be used to determine compliance with the rule but, rather, will be
monitored for patterns over timeto identify activities that may warrant further review).

One commenter appeared to request that block trading activity not be subject to all requirements of the
market-making exemption. See SIFMA (Asset Mgmt.) (Feb. 2012). Any activity conducted in reliance on
the market-making exemption, including block trading activity, must meet the requirements of the market-
making exemption. The Agencies believe the requirements in the final rule are workable for block
positioning activity and do not believe it would be appropriate to subject block positioning to lesser
requirements than general market-making activity. For example, trading in large block sizes can expose a
trading desk to greater risk than market making in smaller sizes, particularly absent risk management
requirements. Thus, the Agencies believe it isimportant for block positioning activity to be subject to the
same requirements, including the requirements to establish risk limits and risk management procedures, as
general market-making activity.

™ This approach is generally consistent with commenters' requested clarification that atrading desk’s
quoting activity will not be assessed on an instrument-by-instrument basis, but rather across a range of
similar instruments for which the trading desk acts as a market maker. See, e.g., RBC; SIFMA et al. (Prop.
Trading) (Feb. 2012); CIEBA; Goldman (Prop. Trading).
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instruments (generally the more liquid instruments), but may not provide regular quotes
in other related but lessliquid instruments that the market maker is willing and available
to trade. Instead, the market maker would provide a price for those instruments upon
request.”*” Thetrading desk’s activity, in the aggregate for a particular type of financial
instrument, indicates whether it is engaged in activity that is consistent with 8
__Ab)(2)(i) of thefina rule.

Notably, this requirement provides that the types of financial instruments for
which the trading desk routinely stands ready to purchase and sell must be related to its
authorized market-maker inventory and it authorized financial exposure. Thus, the types
of financial instruments for which the desk routinely stands ready to buy and sell should
compose a significant portion of its overall financial exposure. The only other financia
instruments contributing to the trading desk’ s overall financial exposure should be those
designed to hedge or mitigate the risk of the financial instruments for which the trading
desk is making a market. It would not be consistent with the market-making exemption
for atrading desk to hold only positionsin, or be exposed to, financia instruments for
which the trading desk is not a market maker.”®

A trading desk’ s routine presence in the market for a particular type of financial

instrument would not, on its own, be sufficient grounds for relying on the market-making

31 See, e.g., Goldman (Prop. Trading); Morgan Stanley; RBC; SIFMA et al. (Prop. Trading) (Feb. 2012).

"8 The Agencies recognize that there could be limited circumstances under which atrading desk’s
financial exposure does not relate to the types of financial instrumentsthat it is standing ready to buy and
sell for ashort period of time. However, the Agencies would expect for such occurrences to be minimal.
For example, this scenario could occur if atrading desk unwinds a hedge position after the market-making
position has aready been unwound or if atrading desk acquires an anticipatory hedge position prior to
acquiring a market-making position. As discussed more thoroughly in Part 1V.A.3.c.3., abanking entity
must establish written policies and procedures, internal controls, analysis, and independent testing that
establish appropriate parameters around such activities.
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exemption. Thisis because the frequency at which atrading desk is active in a particular
market would not, on its own, distinguish between permitted market making-related
activity and impermissible proprietary trading. In response to comments, the final rule
provides that atrading desk also must be willing and available to quote, buy and sell, or
otherwise enter into long and short positions in the relevant type(s) of financial
instruments for its own account in commercially reasonable amounts and throughout
market cycles.”® Importantly, atrading desk would not meet the terms of this
requirement if it provides wide quotations relative to prevailing market conditionsand is
not engaged in other activity that evidences awillingness or availability to provide
intermediation services.* Under these circumstances, a trading desk would not be
standing ready to purchase and sell because it is not genuinely quoting or trading with
customers.

In the context of this requirement, “commercially reasonable amounts’ means that
the desk generally must be willing to quote and trade in sizes requested by other market
participants.”** For trading desks that engage in block trading, this would include block
trades requested by customers, and this language is not meant to restrict a trading desk
from acting as ablock positioner. Further, atrading desk must act as a market maker on

an appropriate basis throughout market cycles and not only when it is most favorable for

™ see, e.g., Occupy; Better Markets (Feb. 2012).

0 One commenter expressed concern that a banking entity may be able to rely on the market-making
exemption when it is providing only wide, out of context quotes. See Occupy.

"1 Asdiscussed below, this may include providing quotes in the interdeal er trading market.
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it to do s0.”* For example, atrading desk should be facilitating customer needs in both
upward and downward moving markets.

Asdiscussed further in Part 1V.A.3.c.3,, the financial instruments the trading desk
stands ready to buy and sell must be identified in the trading desk’s compliance
program.”® Certain requirements in the final exemption apply to the amount, types, and
risks of these financial instruments that atrading desk can hold in its market-maker
inventory, including the near term customer demand requirement’* and the need to have
certain risk and inventory limits.”

In response to the proposed requirement that a trading desk or other
organizational unit hold itself out, some commenters requested that the Agencies limit the
availability of the market-making exemption to trading in particular asset classes or
trading on particular venues (e.q., organized trading platforms). The Agencies are not

limiting the availability of the market-making exemption in the manner requested by

these commenters.”*® Provided there is customer demand for liquidity in atype of

2 Algorithmic trading strategies that only trade when market factors are favorable to the strategy’s
objectives or that otherwise frequently exit the market would not be considered to be standing ready to
purchase or sell atype of financial instrument throughout market cycles and, thus, would not qualify for the
market-making exemption. The Agencies believe this addresses commenters’ concerns about high-
frequency trading activities that are only active in the market when it is believed to be profitable, rather
than to facilitate customers. See, e.g., Better Markets (Feb. 2012). The Agencies are not, however,
prohibiting all high-frequency trading activities under the final rule or otherwise limiting high-frequency
trading by banking entities by imposing aresting period on their orders, as requested by certain
commenters. See, e.g., Better Markets (Feb. 2012); Occupy; Public Citizen.

™ seefinal rule § __.4(b)(2)(iii)(A).
" seefina rule§ __.4(b)(2)(ii).
™ Seefinal rule § __4(b)(2)(iii)(C).

™ For example, afew commenters requested that the rule prohibit banking entities from market making in
assets classified as Level 3 under FAS 157. See supra note 651 and accompanying text. The Agencies
continue to believe that it would be inappropriate to incorporate accounting standards in the rule because
accounting standards could change in the future without consideration of the potential impact on the final
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financial instrument, the Agencies do not believe the availability of the market-making
exemption should depend on the liquidity of that type of financial instrument or the
ability to trade such instruments on an organized trading platform. The Agencies see no
basis in the statutory text for either approach and believe that the likely harms to
investors seeking to trade affected instruments (e.q., reduced ability to purchase or sell a
particular instrument, potentially higher transaction costs) and market quality (e.q.,
reduced liquidity) that would arise under such an approach would not be justified,”*’
particularly in light of the minimal benefits that might result from restricting or
eliminating a banking entity’ s ability to hold less liquid assets in connection with its
market making-related activities. The Agencies believe these commenters’ concerns are
adequately addressed by the final rule’ s requirements in the market-making exemption
that are designed to ensure that a trading desk cannot hold risk in excess of what is
appropriate to provide intermediation services designed not to exceed, on an ongoing
basis, the reasonably expected near term demands of clients, customers, or counterparties.
In response to comments on the proposed interpretation regarding anticipatory

position-taking,”*® the Agencies note that the near term demand requirement in the final

rule. See Joint Proposal, 76 FR at 68,859 n.101 (explaining why the Agencies declined to incorporate
certain accounting standards in the proposed rule); CFTC Proposal, 77 FR at 8344 n.107.

Further, afew commenters suggested that the exemption should only be available for trading on an
organized trading facility. Thistype of limitation would require significant and widespread market
structure changes (with associated systems and infrastructure costs) in arelatively short period of time, as
market making in certain assetsis primarily or wholly conducted in the OTC market, and organized trading
platforms may not currently exist for these assets. The Agencies do not believe that the costs of such
market structure changes would be warranted for purposes of this rule.

1 As discussed above, anumber of commenters expressed concern about the potential market impacts of
the perceived restrictions on market making under the proposed rule, particularly with respect to less liquid
markets, such as the corporate bond market. See, e.g., Prof. Duffie; Wellington; BlackRock; ICI.

™8 Joint Proposal, 76 FR at 68,871 (stating that “bona fide market making-related activity may include
taking positionsin securities in anticipation of customer demand, so long as any anticipatory buying or
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rule addresses when a trading desk may take positions in anticipation of reasonably
expected near term customer demand.”® The Agencies believe this approach is generally
consistent with the comments the Agencies received on thisissue.” In addition, the
Agencies note that modifications to the proposed near term demand requirement in the
final rule also address commenters concerns on this issue.”™*

2. Near term customer demand requirement
a Proposed near term customer demand requirement

Consistent with the statute, the proposed rule required that the trading desk or
other organizational unit’s market making-related activities be, with respect to the
financial instrument, designed not to exceed the reasonably expected near term demands
of clients, customers, or counterparties.”? This requirement is intended to prevent a
trading desk from taking a speculative proprietary position that is unrelated to customer

needs as part of the desk’ s purported market making-related activities.”

selling activity is reasonable and related to clear, demonstrable trading interest of clients, customers, or
counterparties”); CFTC Proposal, 77 FR at 8356-8357; See also Morgan Stanley (requesting certain
revisions to more closely track the statute); SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop.
Trading); Chamber (Feb. 2012); Comm. on Capital Markets Regulation; SIFMA (Asset Mgmt.) (Feb.
2012).

™ seefina rule§ __.4(b)(2)(ii); infra Part IV.A.3.c.2.c.

™0 See BoA; SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Morgan Stanley;
Chamber (Feb. 2012); Comm. on Capital Markets Regulation; SIFMA (Asset Mgmt.) (Feb. 2012).

! For example, some commenters suggested that the final rule allow market makers to make
individualized assessments of anticipated customer demand, based on their expertise and experience, and
account for differences between liquid and less liquid markets. See Chamber (Feb. 2012); ISDA (Feb.
2012). Thefinal rule allows such assessments, based on historical customer demand and other relevant
factors, and recognizes that near term demand may differ based on the liquidity, maturity, and depth of the
market for a particular type of financial instrument. Seeinfra Part IV.A.3.c.2.c.iii.

™2 Seeproposed rule § __.4(b)(2)(iii).
3 See Joint Proposal, 76 FR at 68,871; CFTC Proposal, 77 FR at 8357.
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In the proposal, the Agencies stated that a banking entity’ s expectations of near
term customer demand should generally be based on the unique customer base of the
banking entity’ s specific market-making business lines and the near term demand of
those customers based on particular factors, beyond a general expectation of price
appreciation. The Agencies further stated that they would not expect the activities of a
trading desk or other organizational unit to qualify for the market-making exemption if
the trading desk or other organizational unit is engaged wholly or principally in trading
that is not in responseto, or driven by, customer demands, regardless of whether those
activities promote price transparency or liquidity. The proposal stated that, for example,
atrading desk or other organizational unit of a banking entity that is engaged wholly or
principally in arbitrage trading with non-customers would not meet the terms of the
proposed rule’s market-making exemption.”*

With respect to market making in a security that is executed on an exchange or
other organized trading facility, the proposal provided that a market maker’s activities are
generally consistent with reasonably expected near term customer demand when such
activities involve passively providing liquidity by submitting resting orders that interact
with the orders of othersin a non-directional or market-neutral trading strategy and the
market maker is registered, if the exchange or organized trading facility registers market
makers. Under the proposal, activities on an exchange or other organized trading facility
that primarily take liquidity, rather than provide liquidity, would not qualify for the

market-making exemption, even if conducted by a registered market maker.”™

754 %ﬂ
™ See Joint Proposal, 76 FR at 68,871-68,872; CFTC Proposal, 77 FR at 8357.
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b. Comments Regarding the Proposed Near Term Customer Demand Requirement

As noted above, the proposed near term customer demand requirement would
implement language found in the statute’ s market-making exemption.”® Some
commenters expressed general support for this requirement.”’ For example, these
commenters emphasized that the proposed near term demand requirement is an important
component that restricts disguised position-taking or market making inilliquid

markets,”®

Several other commenters expressed concern that the proposed requirement
istoo restrictive™ because, for example, it may impede a market maker’ s ability to build
or retain inventory"® or may impact a market maker’ s willingness to engage in block
trading.”* Comments on particular aspects of this proposed requirement are discussed
below, including the proposed interpretation of this requirement in the proposal, the

requirement’ s potential impact on market maker inventory, potential differencesin this

standard across asset classes, whether it is possible to predict near term customer

™ See supraPart IV.A.3.c.2.a
" See, eg., Sens. Merkley & Levin (Feb. 2012); Flynn & Fusselman; Better Markets (Feb. 2012).
8 See Better Markets (Feb. 2012); Sens. Merkley & Levin (Feb. 2012).

™ See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Chamber (Feb. 2012); T. Rowe Price; SIFMA
(Asset Mgmt.) (Feb. 2012); ACLI (Feb. 2012); MetLife; Comm. on Capital Markets Regulation; CIEBA,;
Credit Suisse (Seidel); SSgA (Feb. 2012); IAA (stating that the proposed requirement is too subjective and
would be difficult to administer in arange of scenarios); Barclays,; Prof. Duffie.

"0 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); T. Rowe Price; CIEBA; Credit Suisse (Seidel);
Barclays, Wellington; MetLife; Chamber (Feb. 2012); RBC; Prof. Duffie; ICI (Feb. 2012); SIFMA (Asset
Mgmt.) (Feb. 2012). The Agenciesrespond to these commentsin Part IV.A.3.c.2.c., infra. For a
discussion of comments regarding inventory management activity conducted in connection with market
making, See Part IV.A.3.c.2.b.vi., infra.

8! See, e.g., ACLI (Feb. 2012); MetLife; Comm. on Capital Markets Regulation (noting that a market
maker may need to hold significant inventory to accommodate potential block trade requests). Two of
these commenters stated that a market maker may provide aworse price or may be unwilling to
intermediate alarge customer position if the market maker has to determine whether holding such position
will meet the near term demand requirement, particularly if the market maker would be required to sell the
block position over ashort period of time. See ACLI (Feb. 2012); MetLife. These comments are addressed
inPart IV.A.3.c.2.ciiii., infra.

232



demand, and whether the terms “client,” “customer,” or “counterparty” should be defined
for purposes of the exemption.

I The proposed guidance for determining compliance with the near term customer
demand requirement

As discussed in more detail above, the proposal set forth proposed guidance on
how a banking entity may comply with the proposed near term customer demand

requirement.”®

With respect to the language indicating that a banking entity’s
determination of near term customer demand should generally be based on the unique
customer base of a specific market-making business line (and not merely an expectation
of future price appreciation), one commenter stated that it is unclear how a banking entity
would be able to make such determinations in markets where trades occur infrequently
and customer demand is hard to predict.”®

Several commenters expressed concern about the proposal’ s statement that a
trading desk or other organizational unit engaged wholly or principally in trading that is
not in response to, or driven by, customer demands (e.g., arbitrage trading with non-

customers) would not qualify for the exemption, regardless of whether the activities

promote price transparency or liquidity.”®* In particular, commenters stated that it would

"2 See supraPart IV.A.3.c.2.a

83 See SIFMA et al. (Prop. Trading) (Feb. 2012). Another commenter suggested that the Agencies
“establish clear criteriathat reflect appropriate revenue from changes in the bid-ask spread,” noting that a
legitimate market maker should be both selling and buying in arising market (or, likewise, in adeclining
market). Public Citizen.

% See, e.g., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop.
Trading); BoA; ICl (Feb. 2012); ICI Global; Vanguard; SSgA (Feb. 2012); See also infra Part
IV.A.3.c.2.b.viii. (discussing comments on whether arbitrage trading should be permitted under the market-
making exemption under certain circumstances).
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be difficult for a market-making businessto try to divide its activities that are in response
to customer demand (e.g., customer intermediation and hedging) from activities that
promote price transparency and liquidity (e.q., interdealer trading to test market depth or
arbitrage trading) in order to determine their proportionality.”> Another commenter
stated that, as a matter of organizational efficiency, firmswill often restrict arbitrage
trading strategiesto certain specific individual traders within the market-making
organization, who may sometimes be referred to asa“ desk,” and expressed concern that
this would be prohibited under the rule.”®

In response to the proposed interpretation regarding market making on an
exchange or other organized trading facility (and certain similar language in proposed

"®7 several commenters indicated that the reference to passive submission of

Appendix B),
resting orders may be too restrictive and provided examples of scenarios where market
makers may need to use market or marketable limit orders.”® For example, many of
these commenters stated that market makers may need to enter market or marketable

769

limit ordersto: (i) build or reduce inventory; ™ (ii) address order imbalances on an

exchange by, for example, using market orders to lessen volatility and restore pricing

% See Goldman (Prop. Trading); RBC. One of these commenters agreed, however, that a trading desk
that is“wholly” engaged in trading that is unrelated to customer demand should not qualify for the
proposed market-making exemption. See Goldman (Prop. Trading).

6 See JPMC.
767 See Joint Proposal, 76 FR at 68,871-68,872; CFTC Proposal, 77 FR at 8357.

"8 See, e.g., NYSE Euronext; SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); RBC.
Comments on proposed Appendix B are discussed further in Part IV.A.3.c.8.b., infra. Thisissueis
addressed in note 939 and its accompanying text, infra.

% Some commenters stated that market makers may need to use market or marketable limit orders to build
inventory in anticipation of customer demand or in connection with positioning a block trade for a
customer. See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Goldman (Prop. Trading). Two of these
commenters noted that these order types may be needed to dispose of positions taken into inventory as part
of market making. See RBC; Goldman (Prop. Trading).
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equilibrium; (iii) hedge market-making positions; (iv) create markets; ™ (v) test the depth
of the markets; (vi) ensure that ETFs, American depositary receipts (“ADRS’), options,
and other instruments remain appropriately priced;’”* and (vii) respond to movementsin
prices in the markets.””> Two commenters noted that distinctions between limit and
market or marketable limit orders may not be workable in the international context,
where exchanges may not use the same order types as U.S. trading facilities.””

A few commenters also addressed the proposed use of a market maker’ s exchange
registration status as part of the analysis.””* Two commenters stated that the proposed
rule should not require a market maker to be registered with an exchange to qualify for
the proposed market-making exemption. According to these commenters, there are a
large number of exchanges and organized trading facilities on which market makers may
need to trade to maintain liquidity across the markets and to provide customers with
favorable prices. These commenters indicated that any restrictions or burdens on such
trading may decrease liquidity or make it harder to provide customers with the best price
for their trade.””> One commenter, however, stated that the exchange registration

requirement is reasonable and further supported adding a requirement that traders

0 see NY SE Euronext.

"™ See Goldman (Prop. Trading).

"2 See SIFMA et al. (Prop. Trading) (Feb. 2012).

" See SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading).

™ See NY SE Euronext; SIFMA et al. (Prop. Trading) (Feb. 2012); Goldman (Prop. Trading); Occupy.
See also infra notes 940 to 941 and accompanying text (addressing these comments).

™ See SIFMA et al. (Prop. Trading) (Feb. 2012) (stating that trading units may currently register as
market makers with particular, primary exchanges on which they trade, but will serve in a market-making
capacity on other trading venues from time to time); Goldman (Prop. Trading) (noting that there are more
than 12 exchanges and 40 alternative trading systems currently trading U.S. equities).
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demonstrate adherence to the same or commensurate standards in markets where
registration is not possible.””®

Some commenters recommended certain modifications to the proposed analysis.
For example, afew commenters requested that the rule presume that atrading unit is
engaged in permitted market making-related activity if it is registered as a market maker
on a particular exchange or organized trading facility.””” In support of this
recommendation, one commenter represented that it would be warranted because
registered market makers directly contribute to maintaining liquid and orderly markets
and are subject to extensive regulatory requirements in that capacity.””® Another
commenter suggested that the Agencies instead use metrics to compare, in the aggregate
and over time, the liquidity that a market maker makes rather than takes as part of a

broader consideration of the market-making character of the relevant trading activity.””

" See Occupy. In the alternative, this commenter would require all market making to be performed on an
exchange or organized trading facility. Seeid.

""" See NY SE Euronext (recognizing that registration status is not necessarily conclusive of engaging in
market making-related activities); SIFMA et al. (Prop. Trading) (Feb. 2012) (stating that to the extent a
trading unit is registered on a particular exchange or organized trading facility for any type of financial
instrument, al of its activities on that exchange or organized trading facility should be presumed to be
market making); Goldman (Prop. Trading). See aso infra note 940 (responding to these comments). Two
commenters noted that certain exchange rules may require market makersto deal for their own account
under certain circumstances in order to maintain fair and orderly markets. See NY SE Euronext (discussing
NY SE rules); Goldman (Prop. Trading) (discussing NY SE and CBOE rules). For example, according to
these commenters, NY SE Rule 104(f)(ii) requires a market maker to maintain fair and orderly markets,
which may involve dealing for their own account when thereis alack of price continuity, lack of depth, or
if adisparity between supply and demand exists or is reasonably anticipated. Seeid.

" See Goldman (Prop. Trading). This commenter further stated that trading activities of exchange market
makers may be particularly difficult to evaluate with customer-facing metrics (because “ speciaist” market
makers may not have “customers’), so conferring a positive presumption of compliance on such market
makers would ensure that they can continue to contribute to liquidity, which benefits customers. This
commenter noted that, for example, NY SE designated market makers (“DMMS") are generally prohibited
from dealing with customers and companies must “wall off” any trading units that act asDMMs. Seeid.
(citing NY SE Rule 98).

™ Seeid. (stating that spread-related metrics, such as Spread Profit and Loss, may be useful for this
purpose).
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ii. Potential inventory restrictions and differences across asset classes

A number of commenters expressed concern that the proposed requirement may
unduly restrict amarket maker’s ability to manage itsinventory.”® Several of these
commenters stated that limitations on inventory would be especially problematic for
market making in less liquid markets, like the fixed-income market, where customer
demand is more intermittent and positions may need to be held for alonger period of

time.’®!

Some commenters stated that the Agencies’ proposed interpretation of this
requirement would restrict a market maker’ s inventory in a manner that is inconsistent
with the statute. These commenters indicated that the “designed” and “ reasonably
expected” language of the statute seem to recognize that market makers must anticipate
customer requests and accumulate sufficient inventory to meet those reasonably expected
demands.”® In addition, one commenter represented that a market maker must have wide
latitude and incentives for initiating trades, rather than merely reacting to customer
requests for quotes, to properly risk manage its positions or to prepare for anticipated

customer demand or supply.” Many commenters requested certain modifications to the

proposed requirement to limit its impact on market maker inventory.” Commenters

"0 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); T. Rowe Price; CIEBA; Credit Suisse (Seidel);
Barclays, Wellington; MetLife; Chamber (Feb. 2012); RBC; Prof. Duffie; ICI (Feb. 2012); SIFMA (Asset
Mgmt.) (Feb. 2012). These concerns are addressed in Part IV.A.3.c.2.c., infra.

8 See eg., SIFMA (Asset Mgmt.) (Feb. 2012); T. Rowe Price; CIEBA; ICI (Feb. 2012); RBC.
"2 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Chamber (Feb. 2012).

8 see Prof. Duffie. However, another commenter stated that alegitimate market maker should respond to
customer demand rather than initiate transactions, which is indicative of prohibited proprietary trading. See
Public Citizen.

8 See Credit Suisse (Seidel) (suggesting that the rule allow market makers to build inventory in products
where they believe customer demand will exist, regardless of whether the inventory can betied to a
particular customer in the near term or to historical trends in customer demand); Barclays (recommending
the rule require that “the market making-related activity is conducted by each trading unit such that its
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views on the importance of permitting inventory management activity in connection with
market making are discussed below in Part IVV.A.3.c.2.b.vi.

Several commenters requested that the Agencies recognize that near term
customer demand may vary across different markets and asset classes and implement this
requirement flexibly.”® In particular, many of these commenters emphasized that the
concept of “near term demand” should be different for less liquid markets, where
transactions may occur infrequently, and for liquid markets, where transactions occur
more often.”® One commenter requested that the Agencies add the phrase “based on the
characteristics of the relevant market and asset class’ to the end of the requirement to
explicitly acknowledge these differences.”®’

iii. Predicting near term customer demand

Commenters provided views on whether and, if so how, a banking entity may be

able to predict near term customer demand for purposes of the proposed requirement.’®®

For example, two commenters suggested ways in which a banking entity could predict

activities (including the maintenance of inventory) are designed not to exceed the reasonably expected near
term demands of clients, customers, or counterparties consistent with the market and trading patterns of the
relevant product, and consistent with the reasonable judgment of the banking entity where such demand
cannot be determined with reasonable accuracy”); CIEBA. In addition, some commenters suggested an
interpretation that would provide greater discretion to market makers to enter into trades based on factors
such as experience and expertise dealing in the market and market exigencies. See SIFMA et al. (Prop.
Trading) (Feb. 2012); Chamber (Feb. 2012). Two commenters suggested that the proposed requirement
should be interpreted to permit market-making activity asit currently exists. See MetLife; ACLI (Feb.
2012). One commenter requested that the proposed requirement be moved to Appendix B of the rule to
provide greater flexibility to consider facts and circumstances of a particular activity. See JIPMC.

"8 See CIEBA; Morgan Stanley; RBC; ICI (Feb. 2012); ISDA (Feb. 2012); Comm. on Capital Markets
Regulation; Alfred Brock. The Agencies respond to these commentsin Part IV.A.3.c.2.c.ii., infra.

" See|Cl (Feb. 2012); CIEBA (stating that, absent a different interpretation for illiquid instruments,
market makers will err on the side of holding less inventory to avoid sanctions for violating the rule); RBC.

87 See Morgan Stanley.

8 See Wellington; MetLife; SIFMA et al. (Prop. Trading) (Feb. 2012); Sens. Merkley & Levin (Feb.
2012); Chamber (Feb. 2012); FTN; RBC; Alfred Brock. These comments are addressed in Part
IV.A.3.c.2.ciii., infra.
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near term customer demand.”®® One of these commenters indicated that banking entities
should be able to utilize current risk management tools to predict near term customer
demand, although these tools may need to be adapted to comply with therule’'s
requirements. According to this commenter, dealers commonly assess the following
factors across product lines, which can relate to expected customer demand: (i) recent
volumes and customer trends; (ii) trading patterns of specific customers; (iii) analysis of
whether the firm has an ability to win new customer business; (iv) comparison of the
current market conditions to prior similar periods; (v) liquidity of large investors; and (vi)
the schedule of maturities in customers’ existing positions.”® Another commenter stated
that the reasonableness of a market maker’ sinventory can be measured by looking to the
specifics of the particular market, the size of the customer base being served, and
expected customer demand, which banking entities should be required to take into
account in both their inventory practices and policies and their actual inventories. This
commenter recommended that the rule permit a banking entity to assume a position under
the market-making exemption if it can demonstrate a track record or reasonable

expectation that it can dispose of aposition in the near term.”*

™ See Sens. Merkley & Levin (Feb. 2012); FTN.

"0 See FTN. The commenter further indicated that errors in estimating customer demand are managed
through kick-out rules and oversight by risk managers and committees, with latitude in decisions being
closely related to expected or empirical costs of hedging positions until they result in trading with
counterparties. Seeid.

"1 See Sens. Merkley & Levin (Feb. 2012) (stating that banking entities should be required to collect
inventory data, evaluate the data, develop policies on how to handle particular positions, and make regular
adjustments to ensure aturnover of assets commensurate with near term demand of customers). This
commenter also suggested that the rule specify the types of inventory metrics that should be collected and
suggested that the rate of inventory turnover would be helpful. Seeid.
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Some commenters, however, emphasized that reasonably expected near term
customer demand cannot always be accurately predicted.”? Several of these commenters
requested the Agencies clarify that banking entities will not be subject to regul atory
sanctions if reasonably anticipated near term customer demand does not materialize.”*
One commenter further noted that a banking entity entering a new market, or gaining or
losing customers, may need greater flexibility in applying the near term demand
requirement because its anticipated demand may fluctuate.”*

V. Potential definitions of “client,” “customer,” or *counterparty”

Appendix B of the proposal discussed the proposed meaning of the term
“customer” in the context of permitted market making-related activity.” In addition, the

proposal inquired whether the terms “client,” “ customer,” or “counterparty” should be

defined in the rule for purposes of the market-making exemption.’® Commenters

"2 See MetLife; Chamber (Feb. 2012); RBC; CIEBA; Wellington; ICI (Feb. 2012); Alfred Brock. This
issueisaddressed in Part 1V.A.3.c.2.c.iii., infra.

% See |Cl (Feb. 2012); CIEBA; RBC; Wellington; Invesco.
" See CIEBA.

% see Joint Proposal, 76 FR at 68,960; CFTC Proposal, 77 FR at 8439. More specifically, Appendix B
stated: “In the context of market making in a security that is executed on an organized trading facility or an
exchange, a‘customer’ is any person on behalf of whom a buy or sell order has been submitted by a
broker-dealer or any other market participant. In the context of market making in a[financial instrument] in
an OTC market, a‘customer’ generally would be a market participant that makes use of the market maker’'s
intermediation services, either by requesting such services or entering into a continuing relationship with
the market maker with respect to such services.” 1d. On thislast point, the proposal elaborated that in
certain cases, depending on the conventions of the relevant market (e.g., the OTC derivatives market), such
a“customer” may consider itself or refer to itself more generally as a“counterparty.” See Joint Proposal,
76 FR at 68,960 n.2; CFTC Proposal, 77 FR at 8439 n.2.

% See Joint Proposal, 76 FR at 68,874; CFTC Proposal, 77 FR at 8359. In particular, Question 99 states:
“Should the terms ‘client,” ‘ customer,” or ‘ counterparty’ be defined for purposes of the market making
exemption? If so, how should these terms be defined? For example, would an appropriate definition of
‘customer’ be: (i) A continuing relationship in which the banking entity provides one or more financial
products or services prior to the time of the transaction; (ii) a direct and substantive relationship between
the banking entity and a prospective customer prior to the transaction; (iii) arelationship initiated by the

240



expressed varying views on the proposed interpretations in the proposal and on whether
these terms should be defined in the final rule.””’

With respect to the proposed interpretations of the term “customer” in Appendix
B, one commenter agreed with the proposed interpretations and expressed the belief that
the interpretations will allow interdealer market making where brokers or other dealers
act as customers. However, this commenter also requested that the Agencies expressly
incorporate providing liquidity to other brokers and dealersinto the rule text.”® Another
commenter similarly stated that instead of focusing solely on customer demand, the rule
should be clarified to reflect that demand can come from other dealers or future
customers.”®

In response to the proposal’ s question about whether the terms “client,”
“customer,” and “counterparty” should be further defined, afew commenters stated that
that the terms should not be defined in the rule®® Other commenters indicated that

801

further definition of these terms would be appropriate.”™ Some of these commenters

suggested that there should be greater limitations on who can be considered a“ customer

banking entity to a prospective customer to induce transactions; or (iv) arelationship initiated by the
prospective customer with aview to engaging in transactions?’ |d.

97 Comments on this issue are addressed in Part IV.A.3.c.2.c.i., infra.

" See SIFMA et al. (Prop. Trading) (Feb. 2012). See also Credit Suisse (Seidel); RBC (requesting that
the Agencies recognize “wholesale’” market making as permissible and representing that “[i]t isirrelevant
to an investor whether market liquidity is provided by a broker-dealer with whom the investor maintains a
customer account, or whether that broker-dealer looks to another dealer for market liquidity”).

™ See Comm. on Capital Markets Regulation.
80 See FTN; ISDA (Feb. 2012); Alfred Brock.
801 See Japanese Bankers Ass n.; Credit Suisse (Seidel); Occupy; AFR et al. (Feb. 2012); Public Citizen.
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under the rule.®” These commenters generally indicated that a“customer” should be a
person or institution with whom the banking entity has a continuing, or adirect and
substantive, relationship prior to the time of the transaction.?”® In the case of anew
customer, some of these commenters suggested requiring arelationship initiated by the
prospective customer with aview to engaging in transactions.®*** A few commenters
indicated that a party should not be considered a client, customer, or counterparty if the
banking entity: (i) originates a financial product and then finds a counterparty to take the
other side of the transaction;®® or (ii) engages in transactions driven by algorithmic
trading strategies.®® Three commenters requested more permissive definitions of these
terms.®’” According to one of these commenters, because these terms are listed in the
disjunctive in the statute, the broadest term — a “ counterparty” — should prevail 2%

V. Interdealer trading and trading for price discovery or to test market depth

802 See AFR et al. (Feb. 2012); Occupy; Public Citizen. One of these commenters also requested that the
Agencies remove the terms “client” and “counterparty” from the proposed near term demand requirement.
See Occupy.

803 See AFR et al. (Feb. 2012); Occupy; Public Citizen. These commenters stated that other banking
entities should never be “customers’ under therule. Seeid. In addition, one of these commenters would
further prevent a banking entity’ s employees and covered funds from being “customers’ under the rule.
See AFR et al. (Feb. 2012)

804 See AFR et al. (Feb. 2012) (providing asimilar definition for the term “client” aswell); Public Citizen.

85 See AFR et al. (Feb. 2012); Public Citizen. See also Sens. Merkley & Levin (Feb. 2012) (stating that a
banking entity’ s activities that involve attempting to sell clients financial instruments that it originated,
rather than facilitating a secondary market for client trades in previously existing financial products, should
be analyzed under the underwriting exemption, not the market-making exemption; in addition, compiling
inventory of financial instruments that the bank originated should be viewed as proprietary trading).

86 See AFR et al. (Feb. 2012).

807 See Credit Suisse (Seidel) (stating that “customer” should be explicitly defined to include any
counterparty to whom a banking entity is providing liquidity); ISDA (Feb. 2012) (recommending that, if
the Agencies decide to define these terms, a*“ counterparty” should be defined as the entity on the other side
of atransaction, and the terms “client” and “customer” should not be interpreted to require arelationship
beyond the isolated provision of atransaction); Japanese Bankers Ass n. (requesting that it be clearly noted
that interbank participants can be customers for interbank market makers).

808 See |SDA (Feb. 2012). This commenter’s primary position was that further definitions are not required
and could create additional and unnecessary complexity. Seeid.
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With respect to interdealer trading, many commenters expressed concern that the
proposed rule could be interpreted to restrict a market maker’ s ability to engage in
interdealer trading.®® Asageneral matter, commenters attributed these concerns to

statements in proposed Appendix B®*°

or to the Customer-Facing Trade Ratio metricin
proposed Appendix A8 A number of commenters requested that the rule be modified
to clearly recognize interdealer trading as a component of permitted market making-
related activity®? and suggested ways in which this could be accomplished (e.g., through

adefinition of “customer” or “counterparty”).®*®

809 See, e.g., JPMC; Morgan Stanley; Goldman (Prop. Trading); Chamber (Feb. 2012); MetLife; Credit
Suisse (Seidel); BoA; ACLI (Feb. 2012); RBC; AFR et al. (Feb. 2012); ISDA (Feb. 2012); Oliver Wyman
(Dec. 2011); Oliver Wyman (Feb. 2012). A few commenters noted that the proposed rule would permit a
certain amount of interdealer trading. See, e.g., SIFMA et al. (Prop. Trading) (Feb. 2012) (citing
statements in the proposal providing that a market maker’s “customers’ vary depending on the asset class
and market in which intermediation services are provided and interpreting such statements as allowing
interdealer market making where brokers or other dealers act as “ customers’ within the proposed
construct); Goldman (Prop. Trading) (stating that interdealer trading related to hedging or exiting a
customer position would be permitted, but expressing concern that requiring each banking entity to justify
each of itsinterdealer trades as being related to one of its own customers would be burdensome and would
reduce the effectiveness of the interdealer market). Commenters’ concerns regarding interdealer trading
are addressed in Part IV.A.3.c.2.c.i., infra.

810 Seeinfra Part IV.A.3.c.8.

81 See, e.g., JPMC; SIFMA et al. (Prop. Trading) (Feb. 2012); Oliver Wyman (Feb. 2012) (recognizing
that the proposed rule did not include specific limits on interdealer trading, but expressing concern that
explicit or implicit limits could be established by supervisors during or after the conformance period).

812 gpe MetLife; SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Credit Suisse (Seidel); JPMC; BoA;
ACLI (Feb. 2012); AFR et al. (Feb. 2012); ISDA (Feb. 2012); Goldman (Prop. Trading); Oliver Wyman
(Feb. 2012).

813 gee RBC (suggesting that explicitly incorporating liquidity provision to other brokers and dealersin the
market-making exemption would be consistent with the statute’ s reference to meeting the needs of
“counterparties,” in addition to the needs of clients and customers); AFR et al. (Feb. 2012) (recognizing
that the ability to manage inventory through interdealer transactions should be accommodated in the rule,
but recommending that this activity be conditioned on a market maker having an appropriate level of
inventory after an interdealer transaction); Goldman (Prop. Trading) (representing that the Agencies could
evaluate and monitor the amount of interdealer trading that is consistent with a particular trading unit’s
market making-related or hedging activity through the customer-facing activity category of metrics); Oliver
Wyman (Feb. 2012) (recommending removal or modification of any metrics or principles that would
indicate that interdealer trading is not permitted).
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Commenters emphasized that interdealer trading provides certain market benefits,

814

including increased market liquidity;”™ more efficient matching of customer order

flow;®™ greater hedging options to reduce risks;**°

enhanced ability to accumulate
inventory for current or near term customer demand, work down concentrated positions
arising from a customer trade, or otherwise exit a position acquired from a customer;®’
and general price discovery among dealers.®® Regarding the impact of interdealer
trading on a market maker’ s ability to intermediate customer needs, one commenter
studied the potential impact of interdealer trading limits — in combination with inventory
l[imits— on trading in the U.S. corporate bond market. According to this commenter, if
interdealer trading had been prohibited and a market maker’ s inventory had been limited

to the average daily volume of the market as awhole, 69 percent of customer trades

would have been prevented.®® Some commenters stated that a banking entity would be

814 See Prof. Duffie; MetLife; ACLI (Feb. 2012); BDA (Feb. 2012).

815 See Oliver Wyman (Dec. 2011); Oliver Wyman (Feb. 2012); MetLife; ACLI (Feb. 2012). Seealso
Thakor Study (stating that, when a market maker providesimmediacy to a customer, it relies on being able
to unwind its positions at opportune times by trading with other market makers, who may have knowledge
about impending orders form their own customers that may induce them to trade with the market maker).

816 See MetLife; ACLI (Feb. 2012); Goldman (Prop. Trading); Morgan Stanley; Oliver Wyman (Dec.
2011); Oliver Wyman (Feb. 2012).

87 See Goldman (Prop. Trading); Chamber (Feb. 2012). See also Prof. Duffie (stating that a market maker
acquiring a position from a customer may wish to rebalance its inventory relatively quickly through the
interdealer network, which is often more efficient than requesting immediacy from another customer or
waiting for another customer who wants to take the opposite side of the trade).

818 See Chamber (Feb. 2012); Goldman (Prop. Trading).

819 gee Oliver Wyman (Feb. 2012) (basing its finding on data from 2009). This commenter also
represented that the natural level of interdealer volumein the U.S. corporate bond market made up 16
percent of total trading volume in 2010. Seeid.
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less able or willing to provide market-making services to customersif it could not engage
in interdealer trading.®
As noted above, afew commenters stated that market makers may use interdealer

trading for price discovery purposes.**

Some commenters separately discussed the
importance of this activity and requested that, when conducted in connection with
market-making activity, trading for price discovery be considered permitted market
making-related activity under the rule.®? Commenters indicated that price discovery-
related trading results in certain market benefits, including enhancing the accuracy of
prices for customers,? increasing price efficiency, preventing market instability,#*
improving market liquidity, and reducing overall costs for market participants.®® Asa
converse, one of these commenters stated that restrictions on such activity could result in
market makers setting their prices too high, exposing them to significant risk and causing

areduction of market-making activity or widening of spreads to offset the risk.**® One

commenter further requested that trading to test market depth likewise be permitted under

820 e Goldman (Prop. Trading); Morgan Stanley. See also BDA (Feb. 2012) (stating that if dealersin the
fixed-income market are not able to trade with other dealersto “ cooperate with each other to provide
adequate liquidity to the market as awhole,” an essentia source of liquidity will be eliminated from the
market and existing values of fixed income securities will decline and become volatile, harming both
investors who currently hold such positions and issuers, who will experience increased interest costs).

821 See Chamber (Feb. 2012); Goldman (Prop. Trading).

82 See SIFMA et al. (Prop. Trading) (Feb. 2012); Chamber (Feb. 2012); Goldman (Prop. Trading). One
commenter provided the following example of such activity: if Security A and Security B have some price
correlation but neither trades regularly, then atrader may execute atrade in Security A for price discovery
purposes, using the price of Security A to make an informed bid-ask market to a customer in Security B.
See SIFMA et al. (Prop. Trading) (Feb. 2012).

823 e Goldman (Prop. Trading); Chamber (Feb. 2012) (stating that this type of trading is necessary in
more illiquid markets); SIFMA et al. (Prop. Trading) (Feb. 2012).

824 See Goldman (Prop. Trading).
825 See Chamber (Feb. 2012).
826 Seeid.
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the market-making exemption.?” This commenter represented that the Agencies would
be able to evaluate the extent to which trading for price discovery and market depth are
consistent with market making-related activities for a particular market through a
combination of customer-facing activity metrics, including the Inventory Risk Turnover
metric, and knowledge of a banking entity’s trading business devel oped by regulators as
part of the supervisory process.®®

Vi. Inventory management

Several commenters requested that the rule provide banking entities with greater
discretion to manage their inventories in connection with market making-related activity,
including acquiring or disposing of positionsin anticipation of customer demand.®?
Commenters represented that market makers need to be able to build, manage, and
maintain inventories to facilitate customer demand. These commenters further stated that
the rule needs to provide some degree of flexibility for inventory management activities,
as inventory needs may differ based on market conditions or the characteristics of a

particular instrument.®® A few commenters cited legisative history in support of

87 See Goldman (Prop. Trading). This commenter represented that market makers often make trades with
other dealersto test the depth of the markets at particular price points and to understand where supply and
demand exist (although such trading is not conducted exclusively with other dealers). This commenter
stated that testing the depth of the market is necessary to provide accurate prices to customers, particularly
when customers Seeks to enter trades in amounts larger than the amounts offered by dealers who have sent
indications to inter-dedler brokers. Seeid.

8 Seeid.

89 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); Goldman (Prop. Trading);
MFA; RBC. Inventory management is addressed in Part 1V.A.3.c.2.c., infra.

80 gee eg., MFA (stating that it is critical for banking entities to continue to be able to maintain sufficient
levels of inventory, which is dynamic in nature and requires some degree of flexibility in application); RBC
(requesting that the Agencies explicitly acknowledge that, depending on market conditions or the
characteristics of a particular security, it may be appropriate or necessary for afirm to maintain inventories
over extended periods of time in the course of market making-related activities).
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allowing banking entities to hold and manage inventory in connection with market
making-related activities.®' Several commenters noted benefits that are associated with a
market maker’ s ability to appropriately manage its inventory, including being able to
meet reasonably anticipated future client, customer, or counterparty demand;®*
accommodating customer transactions more quickly and at favorable prices; reducing
near term price volatility (in the case of selling a customer block position);®*® helping
maintain an orderly market and provide the best price to customers (in the case of
accumulating long or short positions in anticipation of alarge customer sale or
purchase);*** ensuring that markets continue to have sufficient liquidity;®* fostering a

8% Some commenters noted

two-way market; and establishing a market-making presence.
that market makers may need to accumulate inventory to meet customer demand for

certain products or under certain trading scenarios, such asto create units of structured

8! See eg., RBC; NY SE Euronext; Fidelity. These commenters cited a colloquy in the Congressional
Record between Senator Bayh and Senator Dodd, in which Senator Bayh stated: “With respect to [section
13 of the BHC Act], the conference report states that banking entities are not prohibited from purchasing
and disposing of securities and other instruments in connection with underwriting or market-making
activities, provided that activity does not exceed the reasonably expected near-term demands of clients,
customers, or counterparties. | want to clarify this language would allow banks to maintain an appropriate
dealer inventory and residual risk positions, which are essential parts of the market-making function.
Without that flexibility, market makers would not be able to provide liquidity to markets.” 156 Cong. Rec.
S5906 (daily ed. July 15, 2010) (statement of Sen. Bayh).

82 e eg., RBC.

83 See Goldman (Prop. Trading).
834 oo id.

85 See MFA.

86 see RBC.
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products (e.g., ETFs and asset-backed securities)®’

and in anticipation of an index
rebalance.t*®

Commenters also expressed views with respect to how much discretion a banking
entity should have to manage its inventory under the exemption and how to best monitor
inventory levels. For example, one commenter recommended that the rule allow market
makers to build inventory in products where they believe customer demand will exist,
regardless of whether the inventory can be tied to a particular customer in the near term
or to historical trends in customer demand.?® A few commenters suggested that the
Agencies provide banking entities with greater discretion to accumulate inventory, but

discourage market makers from holding inventory for long periods of time by imposing

increasingly higher capital requirements on aged inventory.®*® One commenter

87 See Goldman (Prop. Trading); BoA.

838 See Oliver Wyman (Feb. 2012). As this commenter explained, some mutual funds and ETFs track
major equity indices and, when the composition of an index changes (e.g., due to the addition or removal of
asecurity or to rising or falling values of listed shares), an announcement is made and al funds tracking the
index need to rebalance their portfolios. According to the commenter, banking entities may need to step in
to provide liquidity for rebalances of less liquid indices because trades executed on the open market would
substantially affect share prices. The commenter estimated that if market makers are not able to provide
direct liquidity for rebalance trades, investors tracking these indices could potentialy pay incremental costs
of $600 million to $1.8 billion every year. This commenter identified the proposed inventory metricsin
Appendix A as potentialy limiting a banking entity’ swillingness or ability to facilitate index rebalance
trades. Seeid. Two other commenters also discussed the index rebalancing scenario. See Prof. Duffie;
Thakor Study. Index rebalancing is addressed in note 931, infra.

89 See Credit Suisse (Seidel).

840 gee CAlPERS; Vanguard. These commenters represented that placing increasing capital requirements
on aged inventory would ease the rule' simpact on investor liquidity, allow banking entities to internalize
the cost of continuing to hold a position at the expense of its ability to take on new positions, and
potentially decrease the possibility of afirm realizing aloss on a position by decreasing the time such
position isheld. Seeid. One commenter noted that some banking entities already use this approach to
manage risk on their market-making desks. See Vanguard. See also Capital Group (suggesting that one
way to implement the statutory exemption would be to charge a trader or atrading desk for positions held
on its balance sheet beyond set time periods and to increase the charge at set intervals). These comments
are addressed in note 923, infra.
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represented that a trading unit’s inventory management practices could be monitored with
the Inventory Risk Turnover metric, in conjunction with other metrics.®*

vii.  Acting as an authorized participant or market maker in exchange-traded funds

With respect to ETF trading, commenters generally requested clarification that a
banking entity can serve as an authorized participant (“AP") to an ETF issuer or can
engage in ETF market making under the proposed exemption.2* According to
commenters, APs may engage in the following types of activities with respect to ETFs:
(i) trading directly with the ETF issuer to create or redeem ETF shares, which involves
trading in ETF shares and the underlying components;®*® (ii) trading to maintain price
alignment between the ETF shares and the underlying components;®* (iii) traditional

market-making activity;®* (iv) “seeding” anew ETF by entering into several initial

81 See Goldman (Prop. Trading) (representing that the Inventory Risk Turnover metric will allow the
Agenciesto evaluate the length of time that a trading unit tends to hold risk positionsin inventory and
whether that holding time is consistent with market making-related activities in the relevant market).

82 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop.
Trading); BoA; ICI (stating that an AP may trade with the ETF issuer in different capacities—in connection
with traditional market-making activity, on behalf of customers, or for the AP’ s own account); 1Cl Global
(discussing non-U.S. ETFs specifically); Vanguard; SSgA (Feb. 2012). One commenter represented that an
AP stransactions in ETFs do not create risks associated with proprietary trading because, when an AP
trades with an ETF issuer for its own account, the AP typically entersinto an offsetting transaction in the
underlying portfolio of securities, which cancels out investment risk and limits the AP’ s exposure to the
difference between the market price for ETF shares and the ETF s net asset value (“NAV”). See Vanguard.

With respect to market-making activity in an ETF, several commenters noted that market makers play an
important role in maintaining price alignment by engaging in arbitrage transactions between the ETF shares
and the shares of the underlying components. See, e.g., JPMC; Goldman (Prop. Trading) (making similar
statement with respect to ADRs aswell); SSgA (Feb. 2012); SIFMA et al. (Prop. Trading) (Feb. 2012);
Credit Suisse (Seidel); RBC. AP and market maker activity in ETFs are addressed in Part IV.A.3.c.2.c.i.,
infra.

3 See SIFMA et al. (Prop. Trading) (Feb. 2012); BoA; ICI (Feb. 2012) ICI Global; Vanguard; SSgA
(Feb. 2012).

84 See JPMC; Goldman (Prop. Trading); SIFMA et al. (Prop. Trading) (Feb. 2012); SSgA (Feb. 2012); ICl
(Feb. 2012) ICI Global.

85 Spe |CI Global; ICI (Feb. 2012) SIFMA et al. (Prop. Trading) (Feb. 2012); BoA.
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creation transactions with an ETF issuer and holding the ETF shares, possibly for an
extended period of time, until the ETF establishes regular trading and liquidity in the
secondary markets;®*® (v) “create to lend” transactions, where an AP enters a creation
transaction with the ETF issuer and lends the ETF shares to an investor;* and (vi)
hedging.®® A few commenters noted that an AP may not engage in traditional market-
making activity in the relevant ETF and expressed concern that the proposed rule may
limit a banking entity’ s ability to act in an AP capacity.?*® One commenter estimated that
APsthat are banking entities make up between 20 percent to 100 percent of creation and
redemption activity for individual ETFs, with an average of approximately 35 percent of
creation and redemption activity across all ETFs attributed to banking entities. This
commenter expressed the view that, if the rule limits banking entities’ ability to serve as
APs, then individua investors investmentsin ETFswill become more expensive due to
higher premiums and discounts versus the ETF' s NAV .2

A number of commenters stated that certain requirements of the proposed

exemption may limit a banking entity’s ability to serve as AP to an ETF, including the

86 See BoA; ICI (Feb. 2012); ICI Global.

87 See BoA (stating that lending the ETF shares to an investor gives the investor a more efficient way to
hedge its exposure to assets correlated with those underlying the ETF).

8% See |Cl Global; ICI (Feb. 2012).

89 See eg., Vanguard (noting that APs may not engage in market-making activity in the ETF and
expressing concern that if AP activities are not separately permitted, banking entities may exit or not enter
the ETF market); SSgA (Feb. 2012) (stating that APs are under no obligation to make marketsin ETF
shares and requiring such an obligation would discourage banking entities from acting as APs); ICl (Feb.
2012).

80 See SSgA (Feb. 2012). This commenter further stated that as of 2011, an estimated 3.5 million —or 3
percent — of U.S. households owned ETFs and, as of September 2011, ETFs represented assets of
approximately $951 billion. Seeid.

250



851

proposed near term customer demand requirement,™" the proposed source of revenue

852 853

requirement,”>* and language in the proposal regarding arbitrage trading.™> With respect
to the proposed near term customer demand requirement, afew commenters noted that
this requirement could prevent an AP from building inventory to assemble creation
units.®* Two other commenters expressed the view that the ETF issuer would be the
banking entity’ s “ counterparty” when the banking entity trades directly with the ETF
issuer, so thistrading and inventory accumulation would meet the terms of the proposed
requirement.® To permit banking entities to act as APs, two commenters suggested that
trading in the capacity of an AP should be deemed permitted market making-related

activity, regardless of whether the AP is acting as a traditional market maker.®*®

viii.  Arbitrage or other activities that promote price transparency and liquidity

&1 See BoA; Vanguard (stating that this determination may be particularly difficult in the case of anew
ETF).

%2 gee BoA. This commenter noted that the proposed source of revenue requirement could be interpreted
to prevent a banking entity acting as AP from entering into creation and redemption transactions, “ Seeding”
an ETF, engaging in “create to lend” transactions, and performing secondary market making in an ETF
because all of these activities require an AP to build an inventory — either in ETF shares or the underlying
components — which often result in revenue attributable to price movements. Seeid.

83 Commenters noted that this language would restrict an AP from engaging in price arbitrage to maintain
efficient marketsin ETFs. See Vanguard; RBC; Goldman (Prop. Trading); JPMC; SIFMA et al. (Prop.
Trading) (Feb. 2012). See supra Part 1V.A.3.c.2.a. (discussing the proposal’ s proposed interpretation
regarding arbitrage trading).

8% See BoA; Vanguard (stating that this determination may be particularly difficult in the case of anew
ETF).

%% seeICl Globdl; ICI (Feb. 2012).

86 See |CI (Feb. 2012) ICI Global. These commenters provided suggested rule text on this issue and
suggested that the Agencies could require a banking entity’s compliance policies and internal controls to

take a comprehensive approach to the entirety of an AP strading activity, which would facilitate easy
monitoring of the activity to ensure compliance. Seeid.
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87 a number of commenters stated that

In response to a question in the proposal,
certain types of arbitrage activity should be permitted under the market-making
exemption.®® For example, some commenters stated that a banking entity’s arbitrage
activity should be considered market making to the extent the activity is driven by
creating markets for customers tied to the price differential (e.q., “box” strategies,

89 or to the

“calendar spreads,” merger arbitrage, “ Cash and Carry,” or basis trading)
extent that demand is predicated on specific price relationships between instruments (e.q.,
ETFs, ADRSs) that market makers must maintain.?®® Similarly, another commenter
suggested that arbitrage activity that aligns prices should be permitted, such asindex

arbitrage, ETF arbitrage, and event arbitrage.®

One commenter noted that many
markets, such as futures and options markets, rely on arbitrage activities of market
makers for liquidity purposes and to maintain convergence with underlying instruments
for cash-settled options, futures, and index-based products.®* Commenters stated that
arbitrage trading provides certain market benefits, including enhanced price

865

transparency,®® increased market efficiency,®® greater market liquidity,®® and general

87 See Joint Proposal, 76 FR at 68,873 (question 91) (inquiring whether the proposed exemption should be
modified to permit certain arbitrage trading activities engaged in by market makers that promote liquidity
or price transparency but do not service client, customer, or counterparty demand); CFTC Proposal, 77 FR
at 8359.

88 See eg., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop.
Trading); FTN; RBC; ISDA (Feb. 2012). Arbitragetrading is further discussed in Part IV.A.3.c.2.c.i.,
infra.

89 See SIFMA et al. (Prop. Trading) (Feb. 2012).

80 See SIFMA et al. (Prop. Trading) (Feb. 2012); JPMC.
8! See Credit Suisse (Seidel).

82 See RBC.

83 See SIFMA et al. (Prop. Trading) (Feb. 2012).

84 See Credit Suisse (Seidel); RBC.
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benefits to customers.*®® A few commenters noted that certain types of hedging activity
may appear to have characteristics of arbitrage trading.®’

Commenters suggested certain methods for permitting and monitoring arbitrage
trading under the exemption. For example, one commenter suggested a framework for
permitting certain arbitrage within the market-making exemption, with requirements such
as: (i) common personnel with market-making activity; (ii) policies that cover the timing
and appropriateness of arbitrage positions; (iii) time limits on arbitrage positions; and (iv)
compensation that does not reward successful arbitrage, but instead pools any such
revenues with market-making profits and losses.®®® A few commenters represented that,
if permitted under the rule, the Agencies would be able to monitor arbitrage activities for
patterns of impermissible proprietary trading through the use of metrics, aswell as

compliance and examination tools.%*°

85 see RBC.

856 See SIFMA et al. (Prop. Trading) (Feb. 2012); JPMC; FTN; ISDA (Feb. 2012) (stating that arbitrage
activities often yield positions that are ultimately put to use in serving customer demand and representing
that the process of consistently trading makes a dealer ready and available to serve customerson a
competitive basis).

87 See JPMC (stating that firms commonly organize their market-making activities so that risks delivered
to client-facing desks are aggregated and transferred by means of internal transactions to a single utility
desk (which hedges al of the risks in the aggregate), and this may optically bear some characteristics of
arbitrage, although the commenter requested that such activity be recognized as permitted market making-
related activity under therule); ISDA (Feb. 2012) (stating that in some swaps markets, dealers hedge
through multiple instruments, which can give an impression of arbitrage in a function that is risk reducing;
for example, adealer in abroad index equity swap may simultaneously hedge in baskets of stocks, futures,
and ETFs). But See Sens. Merkley & Levin (Feb. 2012) (“When banks use complex hedging techniques or
otherwise engage in trading that is suggestive of arbitrage, regulators should require them to provide
evidence and analysis demonstrating what risk is being reduced.”).

88 See FTN.

89 See SIFMA et al. (Prop. Trading) (Feb. 2012); RBC; Goldman (Prop. Trading). One of these
commenters stated that the customer-facing activity category of metrics, aswell as other metrics, would be
available to evaluate whether the trading unit is engaged in a directly customer-facing business and the
extent to which its activities are consistent with the market-making exemption. See Goldman (Prop.
Trading).
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Other commenters stated that the exemption should not permit certain types of
arbitrage. One commenter stated that the rule should ensure that relative value and
complex arbitrage strategies cannot be conducted.®”® Another commenter expressed the
view that the market-making exemption should not permit any type of arbitrage
transactions. This commenter stated that, in the event that liquidity or transparency is
inhibited by alack of arbitrage trading, a market maker should be able to find a customer
who would seek to benefit from it.5"

IX. Primary dealer activities

A number of commenters requested that the market-making exemption permit
banking entities to meet their primary dealer obligationsin foreign jurisdictions,
particularly if trading in foreign sovereign debt is not separately exempted in the final
rule.®”? According to commenters, a banking entity may be obligated to perform the
following activitiesin its capacity as a primary dealer: undertaking to maintain an orderly
market, preventing or correcting any price dislocations,®” and bidding on each issuance
of the relevant jurisdiction’s sovereign debt.5* Commenters expressed concern that a

banking entity’ s trading activity as primary dealer may not comply with the proposed

870 See Johnson & Prof. Stiglitz. See also AFR et al. (Feb. 2012) (noting that arbitrage, spread, or carry
trades are a classic type of proprietary trade).

871 See Occupy.

82 e eg., SIFMA et al. (Prop. Trading) (Feb. 2012) (stating that permitted activities should include
trading necessary to meet the relevant jurisdiction’s primary dealer and other requirements); JPMC
(indicating that the exemption should cover all of afirm’s activities that are necessary or reasonably
incidental to its acting as a primary dealer in aforeign government’ s debt securities); Goldman (Prop.
Trading); Banco de México; |IB/EBF. See infra notes 905 to 906 and accompanying text (addressing these
comments).

873 See Goldman (Prop. Trading).

874 gee Banco de México.
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near term customer demand requirement®”

or the proposed source of revenue
requirement.®® To address the first issue, one commenter stated that the final rule should
clarify that a banking entity acting as a primary dealer of foreign sovereign debt is
engaged in primary dealer activity in response to the near term demands of the sovereign,
which should be considered a client, customer, or counterparty of the banking entity.”
Another commenter suggested that the Agencies permit primary dealer activities through
commentary stating that fulfilling primary dealer obligations will not be included in

878

determinations of whether the market-making exemption applies to a trading unit.

X. New or bespoke products or customized hedging contracts

Several commenters indicated that the proposed exemption does not adequately
address market making in new or bespoke products, including structured, customer-
driven transactions, and requested that the rule be modified to clearly permit such
activity.5”® Many of these commenters emphasized the role such transactions play in

helping customers hedge the unique risks they face.®®° Commenters stated that, as a

87 See JPMC; Banco de México. These commenters stated that a primary dealer is required to assume
positions in foreign sovereign debt even when near term customer demand is unpredictable. Seeid.

876 See Banco de México (stating that primary dealers need to be able to profit from their positionsin
sovereign debt, including by holding significant positions in anticipation of future price movements, so that
the primary dealer businessis financially attractive); |1B/EBF (stating that primary dealers may actively
Seek to profit from price and interest rate movements based on their debt holdings, which governments
support as providing much-needed liquidity for securities that are otherwise purchased largely pursuant to
buy-and-hold strategies of institutional investors and other entities Seeking safe returns and liquidity
buffers).

87" See Goldman (Prop. Trading).
878 See SIFMA et al. (Prop. Trading) (Feb. 2012).

87 See e.g., SIFMA et al. (Prop. Trading) (Feb. 2012); Credit Suisse (Seidel); JPMC; Goldman (Prop.
Trading); SIFMA (Asset Mgmt.) (Feb. 2012). Thisissueisaddressed in Part IV.A.3.c.1.c.iii., supra, and
Part IV.A.3.c.2.c.iii., infra.

80 See Credit Suisse (Seidel); Goldman (Prop. Trading); SIFMA (Asset Mgmt.) (Feb. 2012).
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result, limiting a banking entity’ s ability to conduct such transactions would subject

customers to increased risks and greater transaction costs.®*!

One commenter suggested
that the Agencies explicitly state that a banking entity’s general willingnessto engagein
bespoke transactions is sufficient to make it a market maker in unigque products for
purposes of the rule.®*

Other commenters stated that banking entities should be limited in their ability to
rely on the market-making exemption to conduct transactions in bespoke or customized
derivatives.®®® For example, one commenter suggested that a banking entity be required
to disaggregate such derivativesinto liquid risk elements and illiquid risk elements, with
liquid risk elements qualifying for the market-making exemption and illiquid risk
elements having to be conducted on ariskless principal basisunder § __.6(b)(1)(ii) of the
proposed rule. According to this commenter, such an approach would not impact the end
user customer.®® Another commenter stated that a banking entity making a market in
bespoke instruments should be required both to hold itself out in accordance with §
__A(b)(2)(ii) of the proposed rule and to demonstrate the purchase and the sale of such
885

an instrument.

C. Final near term customer demand requirement

Consistent with the statute, 8 __.4(b)(2)(ii) of the final rule’'s market-making

exemption requires that the amount, types, and risks of the financial instrumentsin the

%1 See Goldman (Prop. Trading); SIFMA (Asset Mgmt.) (Feb. 2012).
82 See SIFMA (Asset Mgmt.) (Feb. 2012).

83 See AFR et al. (Feb. 2012); Public Citizen.

8% See AFR et al. (Feb. 2012)

85 ee Public Citizen.
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trading desk’ s market-maker inventory be designed not to exceed, on an ongoing basis,
the reasonably expected near term demands of clients, customers, or counterparties, based
on certain market factors and analysis.*® As discussed abovein Part IV.A.3.c.1.c.ii., the
trading desk’ s market-maker inventory consists of positionsin financial instrumentsin
which the trading desk stands ready to purchase and sell consistent with the final rule.®®’
The final rule requires the financial instrumentsto be identified in the trading desk’s
compliance program. Thus, this requirement focuses on atrading desk’ s positionsin
financia instruments for which it acts as market maker. These positions of atrading desk
are more directly related to the demands of customers than positionsin financial
instruments used for risk management purposes, but in which the trading desk does not
make amarket. As noted above, a position or exposure that isincluded in atrading
desk’ s market-maker inventory will remain in its market-maker inventory for aslong as
the position or exposure is managed by the trading desk. Asaresult, the trading desk
must continue to account for that position or exposure, together with other positions and
exposures in its market-maker inventory, in determining whether the amount, types, and
risks of its market-maker inventory are designed not to exceed, on an ongoing basis, the
reasonably expected near term demands of customers.

While the near term customer demand requirement directly applies only to the
trading desk’ s market-maker inventory, this does not mean atrading desk may establish

other positions, outside its market-maker inventory, that exceed what is needed to

86 Thefinal ruleincludes certain refinements to the proposed standard, which would have required that the
market making-related activities of the trading desk or other organizational unit that conducts the purchase
or sale are, with respect to the financial instrument, designed not to exceed the reasonably expected near
term demands of clients, customers, or counterparties. See proposed rule § __.4(b)(2)(iii).

87 SeesupraPart IV.A.3.c.l.cii.; fina rule§ __.4(b)(5).
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manage the risks of the trading desk’s market making-related activities and inventory.
Instead, a trading desk must have limits on its market-maker inventory, the products,
instruments, and exposures the trading desk may use for risk management purposes, and
its aggregate financial exposure that are based on the factors set forth in the near term
customer demand requirement, as well as other relevant considerations regarding the
nature and amount of the trading desk’s market making-related activities. A banking
entity must establish, implement, maintain, and enforce alimit structure, as well as other
compliance program elements (e.g., those specifying the instruments a trading desk trades
as amarket maker or may use for risk management purposes and providing for specific
risk management procedures), for each trading desk that are designed to prevent the
trading desk from engaging in trading activity that is unrelated to making a market in a
particular type of financial instrument or managing the risks associated with making a
market in that type of financial instrument.®®®

To clarify the application of this standard in response to comments,?®° the final
rule provides two factors for ng whether the amount, types, and risks of the
financia instrumentsin the trading desk’ s market-maker inventory are designed not to
exceed, on an ongoing basis, the reasonably expected near term demands of clients,
customers, or counterparties. Specifically, the following must be considered under the
revised standard: (i) the liquidity, maturity, and depth of the market for the relevant type

890

of financia instrument(s),”™" and (ii) demonstrable analysis of historical customer

88 Seeinfra Part 1V.A.3.c.3. (discussing the compliance program requirements); final rule § __.4(b)(2)(iii).
89 See supraPart IV.A.3.c.2.b.i.

80 Thijs |anguage has been added to the final rule to respond to commenters concerns that the proposed
near term demand requirement would be unworkable in less liquid markets or would otherwise restrict a
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demand, current inventory of financial instruments, and market and other factors
regarding the amount, types, and risks of or associated with positions in financial
instruments in which the trading desk makes a market, including through block trades.
Under the final rule, a banking entity must account for these considerations when
establishing risk and inventory limits for each trading desk.®*

For purposes of this provision, “demonstrable analysis’ means that the analysis
for determining the amount, types, and risks of financia instruments a trading desk may
manage in its market-maker inventory, in accordance with the near term demand
requirement, must be based on factors that can be demonstrated in a way that makes the
anaysisreviewable. This may include, among other things, the normal trading records of
the trading desk and market information that is readily available and retrievable. If the
analysis cannot be supported by the banking entity’ s books and records and available
market data, on their own, then the other factors utilized must be identified and
documented and the analysis of those factors together with the facts gathered from the
trading and market records must be identified in away that makesit possible to test the
analysis.

Importantly, a determination of whether atrading desk’ s market-maker inventory
is appropriate under this requirement will take into account reasonably expected near
term customer demand, including historical levels of customer demand, expectations

based on market factors, and current demand. For example, at any particular time, a

market maker’s ability to hold and manage itsinventory in less liquid markets. See supra Part
IV.A.3.c.2.b.ii. Inaddition, this provision is substantially similar to one commenter’ s suggested approach
of adding the phrase “based on the characteristics of the relevant market and asset class’ to the proposed
requirement, but the Agencies have added more specificity about the relevant characteristics that should be
taken into consideration. See Morgan Stanley.

81 Seeinfra Part IV.A.3.c.3.
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trading desk may acquire a position in afinancial instrument in response to a customer’s
request to sell the financial instrument or in response to reasonably expected customer
buying interest for such instrument in the near term.®% In addition, as discussed below,
this requirement is not intended to impede atrading desk’ s ability to engagein certain
market making-related activities that are consistent with and needed to facilitate
permissible trading with its clients, customers, or counterparties, such as inventory
management and interdealer trading. These activities must, however, be consistent with
the analysis conducted under the final rule and the trading desk’ s limits discussed
below.®*® Moreover, as explained below, the banking entity must also have in place
escalation procedures to address, analyze, and document trades made in response to
customer requests that would exceed one of atrading desk’s limits.

The near term demand requirement is an ongoing requirement that applies to the
amount, types, and risks of the financial instruments in the trading desk’ s market-maker
inventory. For instance, atrading desk may acquire exposures as aresult of entering into
market-making transactions with customers that are within the desk’ s market-marker
inventory and financial exposure limits. Even if the trading desk is appropriately
managing the risks of its market-maker inventory, its market-maker inventory still must
be consistent with the analysis of the reasonably expected near term demands of clients,

customers, and counterparties and the liquidity, maturity and depth of the market for the

892 Asdiscussed further below, acquiring a position in afinancial instrument in response to reasonably
expected customer demand would not include creating a structured product for which thereis no current
customer demand and, instead, soliciting customer demand during or after its creation. See infra note 938
and accompanying text; Sens. Merkley & Levin (Feb. 2012).

83 The formation of structured finance products and securitizations is discussed in detail in Part 1V.B.2.b.
of this Supplementary Information.
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relevant instruments in the inventory. Moreover, the trading desk must take action to
ensure that its financial exposure does not exceed its financial exposure limits.** A
trading desk may not maintain an exposure in its market-maker inventory, irrespective of
customer demand, simply because the exposure is hedged and the resulting financial
exposure is below the desk’ s financial exposure limit. In addition, the amount, types, and
risks of financial instrumentsin atrading desk’s market-maker inventory would not be
consistent with permitted market-making activitiesif, for example, the trading desk has a
pattern or practice of retaining exposures in its market-maker inventory, while refusing to
engage in customer transactions when there is customer demand for those exposures at
commercially reasonable prices.

The following is an example of the interplay between atrading desk’s market-
maker inventory and financial exposure. An airline company customer may seek to
hedge its long-term exposure to price fluctuationsin jet fuel by asking a banking entity to
create a structured ten-year, $1 billion jet fuel swap for which there is no liquid market.
A trading desk that makes a market in energy swaps may service its customer’s needs by
executing a custom jet fuel swap with the customer and holding the swap in its market-
maker inventory, if the resulting transaction does not cause the trading desk to exceed its
market-maker inventory limit on the applicable class of instrument, or the trading desk
has received approval to increase the limit in accordance with the authorization and
escalation procedures under paragraph (b)(2)(iii)(E). I1n keeping with the market-making
exemption as provided in the final rule, the trading desk would be required to hedge the

risk from this swap, either individually or as part of a set of aggregated positions, if the

84 seefina rule § __.4(b)(2)(iii)(B), (C).
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trade would result in afinancial exposure that exceeds the desk’ s financial exposure
limits. The trading desk may hedge the risk of the swap, for example, by entering into
one or more futures or swap positions that are identified as permissible hedging products,
instruments, or exposures in the trading desk’ s compliance program and that analysis,
including correlation analysis as appropriate, indicates would demonstrably reduce or
otherwise significantly mitigate risks associated with the financial exposure from its
market-making activities. Alternatively, if the trading desk also acts as a market maker in
crude oil futures, then the desk’ s exposures arising from its market-making activities may
naturally hedge the jet fuel swap (i.e., it may reduce its financia exposure levels resulting
from such instruments). 8 The trading desk must continue to appropriately manage risks
of itsfinancial exposure over time in accordance with its financial exposure limits.

As discussed above, severa commenters expressed concern that the near-term
customer demand requirement is too restrictive and that it could impede a market maker’s
ability to build or retain inventory, particularly in less liquid markets where de